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Treatment of Depreciation in Railway 
Income Statements 
By Tuomas R, 


The purpose of this article is to show that depreciation, now 
required by the interstate commerce commission to be included 
as a part of the operating expenses of railroads, should be 
eliminated therefrom and shown as a separate item of expense. 

Authorities agree that depreciation should be deducted from 
gross revenue before the net profit is determined. Hatfield says: 
“The strong position taken by the interstate commerce com- 
mission (in showing depreciation as a part of operating expenses ) 
is theoretically correct, for depreciation is an expense.” 

The amount of depreciation, however, which has taken place 
and the consequent wastage of values which should be taken into 
consideration before arriving at the net profit must of necessity 
be estimated. Such estimate may be based upon proved experi- 
ence tables or on more or less scientific methods, but it is none 
the less an estimate. 

There are, then, two classes of expenses included in the operat- 
ing expenses of railroads—actual expenses, which include the 
known cost of labor hired and property consumed in operation, 
and estimated expenses, which represent the unknown but esti- 
mated value of property consumed in operation, 

Actual expenses are variable according to the law of supply 
and demand. Estimated expenses are variable according to the 
ability, honesty and experience of the estimator; and persons 
equal in these respects have been known to disagree regarding 
the amount of depreciation which has taken place, 
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There is no question that depreciation should be taken into 
consideration before net profits are determined; but the indis- 
criminate mixture of such estimated expenses with actual ex- 
penses, which is required by the interstate commerce commission, 
is not conducive to clear thinking, is frequently the cause of false 
conclusions being drawn regarding the results of operations, and 
affords an easy method of manipulation which persons may avail 
themselves of with little danger of discovery. 

To illustrate the manner in which results may apparently be 
altered by fluctuations in the amount of depreciation charged to 
operating expenses, an analysis was made of the annual reports 
of the Pennsylvania Railroad Company for the years 1912 to 1915 
inclusive. 

On page seven of the 1912 report, the president of the com- 
pany stated that rail operating revenues had increased 10.87 per 
cent. and that rail operating expenses had increased 11.84 per 
cent. as compared with the year 1911, indicating that operating 
expenses were increasing at a faster ratio than operating revenues. 

At this time considerable agitation was current for increased 
freight rates and the statement above was quoted as showing that 
increased freight rates were necessary. 

The results of operations for the year 1912 were shown by 
the report to be as follows, the segregation of the depreciation 
charges being the result of an analysis of the detailed operating 
statements on pages 62 to 65 of the 1912 report: 


Per cent. 
of 
1911 1912 increase 
Actual expenses .......... $108,839,403 $119,942,805 10.20 
Estimated expenses (de- 
4,388,990 6,695,139 52.54 


Total operating expenses 
It is apparent that the amount of operating expenses for the 
year 1912 has been materially raised by an increase of the esti- 
mated amount of depreciation. 
Was the property of the Pennsylvania Railroad wearing out 
one-half again as fast in 1912 as it did in 1911? 
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To illustrate further how estimates of depreciation may vary, : 
a comparison is presented of steam locomotive depreciation ’ | 
charges for the years 1911 and 1912: | 


Steam locomotive depreciation charged to operating 


$2,547,474.00 
Increase in 1912 as compared with 1911.......... $1,433,207.00 


or 128.66 per cent. 


Did steam locomotives wear out more than twice as fast in 
1912 as they did in 1911? 

With a view of seeing whether the increased rate of deprecia- 
tion for steam locomotives in 1912 was the result of increased 
usage received an examination was made of locomotive statistics f 
on page 57 of the 1912 report, which showed that locomotive 
mileage increased only 9.75 per cent. 

No railroad management has a higher reputation for honesty 
and efficiency than that of the Pennsylvania Railroad, and it 
should not be inferred that the increased rates of depreciation 
charged against operating expenses in 1912 were the result of a 
desire on the part of the officers of the railroad to make their 8 
report show results other than what they were. The increased 
rates were probably the result of a desire on the part of the 
management to place depreciation charges upon a proper basis, 
and the increased rates adopted still appear to be too low. 

As stated by the president in the 1913 report, depreciation 
charges were on the basis of 3 per cent. for freight cars and 4 
per cent. on passenger cars and locomotives. On this basis, 
freight cars are estimated to last thirty-three and one-third years 
and passenger cars and locomotives twenty-five years. | 
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The unqualified statement, however, that operating expenses 
in 1912 increased 11.84 per cent. while operating revenues only 
increased 10.87 per cent. is not a correct statement of the results 
of operation. The fact that the income statement is prepared in 
accordance with the requirements of the interstate commerce com- 
mission is not an entire justification therefor, since railroads may 
publish their reports to the public in any form they see fit. 
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On page seven of the 1913 report the president of the com- 
pany stated that, while the revenues increased 6.18 per cent., the 
total expenses of rail operations showed an increase of 8.96 per 
cent. compared with the previous year. 

Eliminating depreciation charges, as was done in 1912, the 
report shows that operating expenses increased 10.07 per cent. 
instead of 8.96 per cent. as stated by the president. The error 
here consists of understating the percentage of increase of 
operating expenses, which is the reverse of that in 1912. The 
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Chort of Operating Results — Pennsylvania Reilroad Company. 


difference is caused by an increase in actual expenses and a de- 
crease in the estimated amount of depreciation. 

On page four of tht 1914 report the president stated that 
operating expenses decreased 8.67 per cent. Eliminating de- 
preciation charges as before, the report shows that operating 
expenses decreased 9.08 per cent. 
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In 1915, the president stated (on page four) that operating 
expenses decreased 1.1 per cent. The report shows that they 
decreased 1.68 per cent. 

The accompanying chart shows the variations in operating 
revenues, expenses and depreciation for the years 1912 to 1915 
inclusive. It is particularly interesting to note that notwith- 
standing the fact that there was a decrease of 9.08 per cent. in 
the operating expenses for 1914, there was a further decrease of 
1.68 per cent. in 1915, while operating revenues in this year in- 
creased 5 per cent. 

I think it has been demonstrated that the methods of report- 
ing the operating expenses of railroads, which include actual 
and estimated expenses in one total are fundamentally incorrect. 

This position is supported by the action of the Wisconsin rail- 
road commission, which requires a separation of these two classes 
of expenses and the showing of the amount charged for deprecia- 
tion as a distinct item in the income statement. 

The income statements of the Pennsylvania Railroad for the 
years 1911 to 1915 inclusive, revised to show depreciation as a 
separate item, are presented for the purpose of study and com- 
parison. The statements are not carried beyond railway operating 
income. 


Theory of the Double-Entry System 


By W. A. Paton 


Many rules and explanations of debit and credit have been 
given which are fairly serviceable. Ingenious schemes of personi- 
fication of accounts are used to answer the questions: When 
and why do we debit? When and why do we credit? But 
it is difficult to find a statement of the whole question 
which does not involve figurative language and more or less 
inconsistency. The theory of double-entry is not well under- 
stood. The rules-of-thumb guiding the bookkeeper (which 
do not get at the fundamental relations involved) are inade- 
quate; and it is partly because of this lack of a thorough 
understanding of the principles of their technique that account- 
ants tend to become lost in the maze of minutiz necessarily 
connected with bookkeeping which takes care of business pro- 
cedure as complex as it is today. Bookkeeping and accounting 
are not identical—bookkeeping is largely the recording of facts, 
accounting involves analysis and interpretation—but sound book- 
keeping practice is essential to sound accounting practice; hence 
the importance of a thorough understanding of the fundamental 
principles of bookkeeping technique. 

The explanation of the theory of double-entry as it will be 
given in this paper lies in the very nature of the facts which 
bookkeeping records and can be made without the aid of figures 
of speech such as the personification of accounts. What are the 
facts that are recorded in the books? The important unit of organ- 
ization with which accounting deals is the business firm. The 
“set of books” in which the bookkeeper records the data are the 
books of a single concern. Let us take «n hypothetical business, 
the A. B. Co., at its inception, and analyze the facts which its 
books must show, both at the outset and after operations have 
begun. In this analysis of facts the theory of double-entry will 
be developed. 

The A. B. Co. organizes. What are the facts necessary to a 
statement of the company’s financial status? Clearly one impor- 
tant category of facts embraces all the property items to which 
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the A. B. Co. has any title. If we are to know anything about the 
condition of this company, obviously we must have a complete 
statement of property. This property might consist not only of 
many different kinds of tangible goods, but also of valuable 
services, rights, franchises, patents, etc., and claims against other 
parties of various sorts. Materiality is of course no test as to 
what is or what is not property, either from the standpoint of 
the business firm or from that of the industrial community ; and 
this fact is recognized both in business practice and in economic 
theory. These various kinds of property may be listed or classi- 
fied very minutely, or they may be stated under a few heads. As 
to how far the property items shall be subdivided is purely a 
matter of expediency, depending upon the character of the 
enterprise. 

Suppose the property of the A. B. Co. consists of: buildings, 
$130,000; real estate, $60,000; furniture and fixtures, $30,000; 
merchandise, $80,000; cash, $20,000. Then the financial state- 
ment of the firm must show this list of property, and the items 
may be stated in any convenient way. We will list them in a 
column, one below another, thus: 


Property 
$130,000 
Furniture and fixtures.............. 30,000 
20,000 


$320,000 


Does this list of facts give us a satisfactory statement of the 
condition of the company? No, this is clearly inadequate 
from the standpoint of the interests of the A. B. Co., a probable 
purchaser of the business, the public or anyone concerned. We 
must know whether the A. B. Co.’s title to this property is clear. 
Are there any incumbrances? Where is the distribution of 
ownership? Or, more concisely, what are the equities in this 
property? The equities, like the property items, may have a 
variety of forms. The A. B. Co. may own all the assets clear, or 
the company may have only a small net interest in the property 
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and the greater part of the ownership may be vested in outside 
claims such as bonds, mortgages, notes payable, accounts payable, 
etc. Suppose the claims against property in this case consist of : 
bonds, $100,000; notes payable, $20,000; and the A. B. Co.’s 
equity, $200,000.* These facts may be listed in a column, as was 
done in the case of the property items. The column of items 
representing the equities may appear in any convenient way, 
below the column representing property or opposite to it, as: 


Property Equities 
$130,000 A. B. Co. .......... $200,000 
Real estate ......... 60,000 Bonds ............. 100,000 
Furniture and fixtures 30,000 Notes payable ....... 20,000 
Merchandise ........ 80,000 
20,000 


This balance sheet form of presenting the statement of a 
company’s financial condition is a lucid and concise way of 
showing the necessary facts, but is not the only method. The 
essential thing is to have all the facts presented and set down in 
the most intelligible form; and from every point of view it 
appears desirable to separate in some way the two distinct cate- 
gories: property and equities. One writer has observed that the 
balance sheet is the “ground-work of accountancy.”+ Certainly 
the balance sheet represents a classification of facts which is the 
basis of the double-entry system. 

It is apparent that these two classes of facts, property and 
equities, will always be numerically equal, for they are merely 
different aspects of the same thing. We have one class of 
objective things to deal with, namely, the property items. In one 
case we are listing the actual property; in the other case we are 
looking at the same property, but are noting certain ideal facts 
representing the legal relationships between this property and 
certain individuals or interests—that is, we are representing now 


the distribution of ownership or the claims against property or, 
*This last item is usually called 


is represented by capital ae gh less it if one exists or capital 
surplus accounts if any such exist. 


+Sprague, The Philosophy of Accounts, page 26. 
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more exactly, the equities in property. And since we are using 
the same measuring unit, the dollar, in stating both classes of 
facts, we have numerically equal totals. It is customary to 
denominate one list of facts assets or resources and the other 
class liabilities, and no great harm need result from this nomen- 
clature. However, it might be urged that the term liabilities has 
the connotation of debts or outside obligations, and this meaning 
clearly does not apply to the proprietor’s equity. 

If instead of assets and liabilities, property and equities were 
used, there would be less danger of misunderstanding and bad 
accounting practice. But there is little hope of changing usage 
that is so well established as are these terms; and indeed there is 
little necessity for the change, as the distinction just noted 
between outside obligations and proprietorship, while of great 
practical importance in certain connections, is not fundamental. 

Under these two heads, then, all the data necessary for an 
accurate statement of the company’s financial status at its incep- 
tion may be listed; and the sum of the property items is always 
equal to the sum of the rights-in-property items, or equities. 
Further, this inevitable equality is the foundation of the double 
entry system. Here is the origin of the equality between debit 
balances and credit balances. 

There are apparent, though only apparent, exceptions to this 
statement in accounting practice. In bookkeeping, addition is 
substituted for subtraction wherever possible. This is done by 
adding the amount to be subtracted in any case to the opposite 
side of the same or some account. This procedure secures neat- 
ness and economy of effort, and there are in many cases special 
reasons for maintaining original figures. For example, it is con- 
venient to keep capital stock on the books at par. If a company 
is financed through the issue of securities at a discount this will 
mean that the nominal (par) value of the securities is greater 
than the value of the property received. Then if this par value 
is recorded as an equity, the extent to which the equity is over- 
stated is indicated by including the amount of the discount among 
the property items. 

Another exception is found in the case of insolvency. Here 
the book-value of the equities may be greater than the value of 
the property, and the difference (a deficit) is included in the 


10 


| 
| 


‘ 


Theory of the Double-Entry System 


; property items to indicate this fact. Wherever a business is 
dissipating its assets through losses and still maintains the pro- 
prietorship at the old book-value there is a similar situation. __ 


: It might be urged that we are here setting up an equality 
that is not grounded in any logical classification of facts, but is 
rather artificially maintained by including among the so-called 
equity items highly dissimilar things. It might be insisted 
that proprietorship and outside equities show no relationship; 
that proprietorship is what the company is worth, and other 
liabilities are what it owes; that proprietorship is elastic and out- 
side claims are rigid. Now it must be admitted that there are 
differences between the various equities in property, and for 
some purposes distinctions must be drawn between them. (For 
that matter, we are drawing distinctions when we give them 
\ different headings.) But that there is also a fundamental relation- 
ship cannot be denied. Capital stock, bonds, mortgages, notes 
payable and even general creditors’ accounts all represent rights 
in the property. Undoubtedly there is a sense in which the stock- 
holder is the owner par excellence, for stock ownership carries 
with it the large elements of direct control and risk; but the 
| bondholder has contingent control and can also properly be 
| thought of as an owner. This fact is beginning to be clearly 
L recognized in railway and other permanent properties, where we 
find the specialization of securities fully developed. In recent 
railway receiverships and reorganizations it is evident that the 
stockholders, the bondholders and even the general creditors are 
thought of as owners. At least it is recognized that they all have 
rights in the property and that the differences between their 
various claims are differences in degree and are not fundamental 
distinctions. Certainly, anyone would admit that the property 
items form a legitimate classification—yet what sharp differences 
exist between notes receivable and buildings, or between patents 
and machinery ! 

The financial statistics of a business enterprise can thus be 
listed in two fundamentally distinct and numerically equal 
classes—property and equities; and, as was stated above, the 
essence of the double-entry system of keeping accounts consists 
in the separation of the members of the equation—property equals 
equities—and the maintaining of this equality. With this equa- 
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tion as a basis a convenient and intelligible system for ordering 
and presenting the necessary facts is built up; and—as will 
appear—an important characteristic of this system is the test of 
arithmetical accuracy which it gives. The explanation as to how 
the double-entry system is built up from these basic classifications 
will now be undertaken. 


The hypothetical A. B. Co. desires to commence operations. 
It will be well at this point to consider briefly what the operation 
of a business means—or should mean—to the accountant. An 
equipment of property—physical property such as land, buildings, 
tools, raw material, etc., and services such as ordinary labor, 
managerial capacity, etc.—is incorporated with the particular 
services of the proprietor and other equities and results in a flow 
of product—commodities or services—which is sold to the con- 
suming public. Continued production of this commodity or service 
can be secured only at the expense of constant decay, replacement 


and change among the property elements involved. In other words 
there will always be a continual shifting among the property 
elements as business proceeds. Similarly in the facts of owner- 
ship a process of shifting will be taking place: the amounts and 
character of the equities will be changing from time to time. 
(The only exception would be the case of a business which paid 
no debts and contracted no new obligations during a given period, 
whose operation resulted in neither profit nor loss.) 


It is evident that the accounts of a business should be so 
constructed as to record conveniently these changes which occur 
on both sides of the fundamental equation. It would be possible 
to follow these changes simply by altering in the proper direction 
the property and equity items as they appear on a tabular financial 
statement such as was given above; and when new kinds of prop- 
erty were secured or when new equities appeared, these new head- 
ings could be listed in the same way. An obvious objection to 
this procedure is its inconvenience—the fundamental objection 
is that accounting statements so constructed would throw little 
light on the business process, and it is an axiom of accounting 
that a knowledge of the historical as well as the synoptic situa- 
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tion is highly important if the accounts are to meet the needs of 
the different interests involved. 


It will be necessary, then, to extend the above financial state- 
ment of the A. B. Co. so that space will be available for the 
recording of the transactions which may affect the original 
amounts. This virtually means the opening of an account for 
each kind of property and for each equity, thus: 


Property Equities 
Buildings A. B. Co. 
$130,000 $200,000 


Real estate Bonds 


$60,000 


Furniture and fixtures 


$100,000 
Notes payable 


$30,000 


$20,000 


Merchandise 
$80,000 

Cash 
$20,000 


Let us analyze the transactions which may occur—first as to 
the effect on property accounts. Clearly property items may be 
affected in two ways: a property balance may be either increased 
or decreased; there may be additions to property or there may 
be subtractions or withdrawals from property. A bookkeeping 
practice already referred to is the substitution of addition for 
subtraction wherever possible to avoid the inconvenience of sub- 
traction and to preserve original figures. Accordingly it will be 
desirable to have two separate columns under each property 
heading: one for the additions or positive items, and one for the 
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subtractions or negative items. Now, how shall we arrange these 
columns? Shall we preserve the positive items at the left and 
the subtractions at the right, or vice-versa? The answer to this 
question is not at all a matter of principle—either arrangement 
will serve as well as the other. In the tabular statement of 
property and equities given above, the property items were set at 
the left and the equity items at the right. This is the arrangement 
followed in this country. The essential thing is the separation 
of the two classes of facts; the arrangement after the classifica- 
tion is made is a matter of little importance. But if we decide to 
have left stand for property balances and right for equity bal- 
ances, it will be necessary in the positive and negative columns 
under each property heading to use the left-hand column for 
additions and the right-hand column for subtractions, in order 
to preserve positive property balances at the left. This is the 
essential feature of any ledger account: two columns, one for 
additions and one for subtractions, and custom decrees that in 
property accounts the left shall be used for additions, the right 
for subtractions. 


Similarly, transactions affecting the equity items may result 
in either increasing or decreasing an equity balance. Conse- 
quently each equity account has need of two columns, a positive 
column for additions and a negative column for subtractions. 
What shall be the arrangement of these columns? Again the 
answer is that the arrangement is an arbitrary matter, the only 
essential principle in constructing the ledger accounts being the 
preservation of the fundamental classes, property and equities; 
and since we have decided to keep positive property balances at 
the left and equity balances at the right, it will be necessary in 
the positive and negative columns under each equity heading to 
use the right-hand column for additions and the left-hand column 
for subtractions. 


The scheme of the construction of the ledger accounts in 


their relation to the fundamental classifications can be represented 
thus; 
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The A. B. Co. 

Property — Equities 
Additions Subtractions Subtractions Additions 
Buildings A. B. Co. 
$130,000 $200,000 

Real estate Bonds 
$60,000 $100,000 
Furniture and fixtures Notes payable 
$30,000 $20,000 
Merchandise 
$80,000 
Cash 
$20,000 


Thus far it appears that we arbitrarily list all property bal- 
ances on the left-hand side and all equity balances on the right- 
hand side, and the fact should be emphasized again that the only 
important consideration controlling the construction of ledger 
accounts is the separation of positive and negative items and the 
maintenance of the classification represented by the equation: 
property equals equities. 

Now, have we here all the accounts necessary to record the 
transactions that may take place when the company begins opera- 
tions? It was stated above that it is useful for the accountant 
to conceive of the business process as the combination of a more 
or less considerable variety of commodities and services with the 
peculiar service of the proprietor for the purpose of producing 
some other commodity or service for sale. Now it is obvious 
that, even in the case of a retail concern such as the A. B. Co., 
where the productive process is physically simple, there neces- 
sarily will be involved commodities and services other than those 
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the company now has on hand. Labor power is necessary in 
practically all productive processes; certainly the A. B. Co. will 
be obliged to purchase labor from time to time if operation is to 
proceed. The services of insurance and advertising will doubt- 
less be secured; it will be necessary to buy stationery, fuel and 
light. The number of types of such commodities and services 
required, of course, will depend upon the character of the 
business. 

The question arises: How will accounts with labor, fuel, etc., 
fit into the scheme of ledger accounts thus far outlined? These 
items are examples of what are commonly called “expense” 
accounts, and they are frequently grouped in a special ledger. 
Now what is the nature of these items? As there is some con- 
fusion on this point, it will be necessary to answer these questions 
with considerable care. 

Nearly all these expense-ledger items fall into the general 
category, property. (There are some pure expense accounts 
which will be noted later.) This is fairly obvious in the case of 
such tangible items as fuel, stationery, etc. Coal in the bin is 
just as good property as show-cases and other fixtures. Further, 
as was noted above, the concept of property covers material and 
immaterial items. This fact is too patent to need further elabor- 
ation. Hence labor power, the service of insurance, the service 
of capital, the service of advertising and so on are all property 
items. They are all wealth in the economic sense, and they are 
all considered property by the business man. They cannot be 
considered as decay or expiration or loss of property. When the 
business man buys labor power and pays cash he does not think 
of the payment as a loss. He expects to receive a value equivalent 
to his expenditure, as in the case of buying a machine, a building 
or any item of physical property. Valuable services are as truly 
property items as valuable commodities. 

There is a simple way of proving that this is also the business 
man’s and the accountant’s way of looking at it. If one 
approached the owner of a business with the idea of buying him 
out, what would the prospective seller include in a statement of 
his property? Certainly coal in the bin and stationery on hand as 
well as merchandise, fixtures, etc., would appear in that state- 
ment. And, further, if any labor services, insurance services, 
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advertising services or any ‘valuable services or rights have been 
purchased but are not yet consumed or from which the benefit 
has not yet been received, you will find the business man includ- 
ing them as part of his property. And this is also the accountant’s 
viewpoint, for, in making up a statement of property from the 
books and an inventory, all balances representing so-called expense 
items not consumed will be included among the assets—exactly 
the same procedure as is followed in the case of buildings, 
machinery or any property item. (In some kinds of business the 
large part of the assets consists of such balances.) 

Then, if these accounts represent property, why call them 
expense accounts? Possibly the term expense is not a good word 
to apply to such accounts, but there are practical reasons for 
distinguishing these items from other forms of property, and it 
is no part of our purpose to obliterate the distinction. Distinc- 
tions may well be observed for certain purposes, similarities for 
others. It cannot be urged too emphatically that as far as the 
theory of debit and credit is concerned there is no distinction 
whatever between property accounts and these expense accounts. 
And much of the confusion concerning the principles of debit and 
credit comes from overlooking this point of logical classification. 
The difference between buildings and coal is not that the one is 
property and the other expense or property consumed—the only 
line that can be drawn is the relative permanence of the former 
as compared with the latter. The coal in the bin may be largely 
consumed in a month; the building may last twenty years. The 
coal is a current, transitory asset; the building is of a more 
permanent character. The distinction made in economic theory 
between circulating capital and fixed capital is practically the 
same distinction. 

Strictly interpreted the word expense should mean actual 
decay, dissipation or consumption of property. The amount of 
coal that is consumed is an expense—an expiration of property. 
But so also is the extent to which the building depreciates in a 
certain period an expense. Expirations of property are expenses; 
all balances left on hand are property. 

Let us suppose that the following headings comprise all the 
assets of this transitory character that will be used by the A. B. 
Co.: labor, fuel, insurance, stationery—there would be others, 
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but these are sufficient for illustrative purposes. According to 
the above analysis, accounts would be opened for these items 
in exactly the same way as for any property items—the left- 
hand columns being used for additions, the right-hand columns 
for subtractions, thus: 


Additions Subtractions 


These transitory property accounts are sometimes considered 
as subdivisions of the proprietor’s account on the ground that 
the net result of all expenses and all gross incomes is finally 
embodied in proprietorship. But this is not an entirely accurate 
conception. Additions to property are not expenses but the 
expirations of property (strictly speaking it is the net expiration 
of property that is not consumed in paying debts that forms 
expense or gross deduction from proprietorship). Then, if any 
property accounts are to be considered as subsidiary proprietor- 
ship accounts, all property accounts must be so considered, for 
one expiration of property is as much an expense as any other. 

In case of a service that is immediately consumed as delivered 
it might be urged that it is more logical to conceive of the item 
as a pure expense or a gross deduction from proprietorship than 
to consider it property. But there are two reasons why it is 
more reasonable to consider even such an item as property. In 
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the first place any valuable service is logically property as it is 
purchased. Further, since payment dates do not coincide with 
delivery dates, we are continually meeting with accrued items, 
i.e., we frequently find such accounts representing property 
balances such as wages prepaid, insurance prepaid, etc. It 
should be observed that occasionally for brief intervals such 
accounts may represent rights against property rather than 
property. For example, if at the end of the accounting period 
after the inventory is taken the labor account were to represent 
wages unpaid and nothing else, then the labor account would be 
for the moment not a property account, but a rights-in-property 
account. Such a situation would be theoretically possible in the 
case of any property account. 


The A. B. Co. will doubtless have certain accounts which do 
represent expense and nothing else. A common example of such 
an account is accrued depreciation, which represents expiration 
of property value in the more permanent property items. An 
item of depreciation represents in the first place a subtraction 
from property. It represents further a gross deduction from 
proprietorship because of its destination. Then, when deprecia- 
tion is entered as a subtraction from property and then as an 
addition to a separate account, we have an account which may 
be considered as a subsidiary equity account. Hence an addition 
to a depreciation account forms a gross subtraction from the 
proprietor’s equity account, and since the left-hand column is 
always used to record subtractions from equities, we must 
use the left-hand column of the depreciation account for 
entering the items of depreciation. All accounts which represent 
expense and nothing else can be shown to have this same relation 
to the general scheme of accounts.* 

The opposite of the expense account, which represents gross 
subtractions from proprietorship, is the revenue account, which 
represents gross additions to proprietorship. The original pro- 
prietorship account could be used to record all items of expense 
as subtractions and all items of income as additions.t But in 


*Cf. Hatfield, Modern Accounting. 


tStrictly speaking, expense and revenue items are gross deductions from and 
additions to the equities in general. It is illogical to include distributions of net 
revenue to outside equities among the expenses. Proprietorship is used here as _repre- 
sentative of all the equities because of its importance in this connection.—W. A. Paton. 
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practice this is not done because such a procedure would not 
throw the business process sufficiently into the limelight. Conse- 
quently expense accounts and revenue accounts are kept and after 
being combined in the expense and revenue sheet the net result 
is carried to the proprietorship accounts. We will suppose that 
the revenue accounts of the A. B. Co. are merchandise profit from 
the sale of goods and rent from a portion of its buildings. 

Theoretically any property or any equity account may have 
a subsidiary account. Whenever we desire to take special cases 
of subtractions from either a property account or an equity 
account and set up such subtractions in a separate account we 
have an account which simply represents part of the main account 
or is, in other words, subsidiary to the main account. Such 
accounts are usually called “off-set” or “valuation” accounts. 
There is nothing about any such accounts that invalidates the 
explanation of the double-entry system thus far outlined. Each 
valuation account is so constructed as to preserve the balance of 
the main account, be it a property or an equity account, in the 
proper column. Such accounts are further illustration of the 
bookkeeping practice of adding instead of subtracting. The need 
in particular cases for preserving original figures is the legitimate 
excuse for such a procedure. Common examples of such accounts 
are reserve for bad debts, an offset to the accounts receivable, 
and deficit, an offset to the proprietor’s equity. 

Let us summarize the discussion thus far by representing the 
completed scheme of accounts in its relation to the fundamental 
classification : 
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The A. B. Co.’s ledger accounts 


Property Equities 
Additions Subtractions Subtractions Additions 
Buildings A. B. Co. 
$130,000 $200,000 
Real estate A. B. Co. (current) 
$60,000 Accrued Merchandise 
depreciation profit 
Furniture and fixtures | | 
$30,000 Other expenses Rent 
Merchandise 
$80,000 
Cash Bonds 
$20,000 $100,000 
Accounts receivable Notes payable 
Reserve for $20,000 
bad debts 
Labor 
Fuel ,*No attempt is made to make this list 
ts complete. Enough accounts 
~. shown to illustrate the various cases 
that may occur, 
Insurance 
Stationery 
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To complete the above analysis let us suppose a few typical 
transactions. 

1. Three hundred dollars in cash is paid for fuel. This 
illustrates a common type of transaction. One kind of property 
is consumed and an equal value of another kind of property is 
received in exchange: there is a subtraction from one asset and 
an equal addition to another. Proceeding in the way that has 
been outlined, an entry of $300 must be made in the right-hand 
column of the cash account and an equal entry in the left-hand 
column of the fuel account. Thus we have two equal entries in 
opposite columns, and the original equality between property 
balances and equity balances is undisturbed. If the A. B. Co. 
found that it had too large an investment in fixtures and sold 
for cash $1,000 of such equipment at cost price we would have 
another illustration of this type of transaction. It would be 
recorded by a right-hand entry of $1,000 in the furniture and 
fixtures account and an equal left-hand entry in the cash account. 
Such transactions obviously affect only one of the fundamental 
classes—property. They are all recorded in this way. 

2. The A. B. Co. is planning some purchases and borrows 
$5,000 from the bank on a sixty-day note. Here property is 
increased and at the same time an equity, notes payable, is 
increased: an addition to the cash and an equal addition to notes 
payable. We would then have a left-hand entry of $5,000 in the 
cash account and an equal right-hand entry in the notes payable 
account. Again we have two equal entries in opposite columns, 
and the equation—property equals equities—is maintained. The 
opposite of this transaction would be: the A. B. Co. pays a note 
due with cash $1,000. Here we have a decrease in property, cash, 
and an equal reduction in an equity, notes payable. Hence we 
would have a right-hand entry in the cash account and an equal 
left-hand entry in the notes payable account. All transactions 
of the type which involve an addition to property and an equal 
addition to equities or a subtraction from property and an equal 
subtraction from equities are recorded in this way.* 

*Whenever property is consumed in business operation a left-hand entry is made 
in an expense account (subtraction from equities) and a right-hand entry in the 
operty account (subtraction from property). All such transactions accordingly come 
in this group. In practice it is not feasible to make such entries as they occur, but 
only at certain periods (e.g., it would hardly be possible to record the daily con- 
sumption of coal or the daily depreciation of buildings). In the case of extraordinary 


expenses such subtractions might be regarded as net deductions from equities—W. A. 
Paton, 
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3. <A transaction may involve a transfer from one kind of 
equity to another. For example, the A. B. Co. issues new bonds 
to the extent of $5,000 in exchange for $5,000 of outstanding 
notes payable. Here we have a subtraction from one kind of 
equity and an equal addition to another equity. The transaction 
would be recorded by a right-hand entry of $5,000 in the bonds 
account and an equal left-hand entry in the notes payable 
account—again two equal entries in opposite columns. 

4. A transaction may involve some combination of the above 
types. For example, merchandise which cost $8,000 is sold on 
account to various parties for $10,000. One kind of property, 
merchandise, is reduced to the extent of $8,000, and another 
kind of property, accounts receivable, is increased $10,000. The 
difference, $2,000, represents merchandise profit, a gross addition 
to the A. B. Co.’s equity. There would be a right-hand entry 
of $8,000 in the merchandise account and a right-hand entry of 
$2,000 in the merchandise profit account and a left-hand entry 
of $10,000 in the accounts receivable account. (In practice mer- 
chandise and merchandise profit are combined and we have what 
is called a mixed account. The two are separated here to facilitate 
the explanation.) Again we have equal entries in opposite 
columns. 

Although there may be a great variety of combinations of the 
above cases, these illustrations cover the fundamental types of 
transactions possible. It will appear from the foregoing that 
every transaction is two-sided, i.e., there is always an equal 
right-hand entry for every left-hand entry and vice-versa; hence 
the original equality between the sum of the left-hand 
(property) balances and the sum of the right-hand (equity) 
balances is continually maintained. This constant equality fur- 
nishes an important test of numerical accuracy. 

In practice the left-hand side of all ledger accounts is called 
the debit side and the right-hand is called the credit side. Is 
there any inherent reason for this nomenclature? Is there 
reason for listing property balances on the debit side and 
equity balances on the credit side? In nearly all explanations of 
double-entry bookkeeping an attempt is made to attach the sig- 
nificance of the words debtor and creditor to the terms debit and 
credit as used in modern accounts, and much confusion has 
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undoubtedly resulted. As used in personal accounts these mean- 
ings can with reason be applied; for example: 


John Jones 
(in account with the A. B. Co.) 
Dr. Cr. 


$500 $100 


Here the debit and credit headings in the opposite columns 
may be thought of as having real meanings. Jones is debtor to 
the A. B. Co. for the amounts listed in the debit side and creditor 
of the A. B. Co. for the sums listed in the credit side. But the 
terms debit and credit are applied to the left and right columns 
respectively of all accounts in the double-entry system, and the 
moment we try to attach any such meaning to debit and credit 
elsewhere than in personal accounts we are in difficulty, no 
matter how ingeniously we employ figurative language and con- 
tinually shift our viewpoint. 

It has often been urged that the proper standpoint from which 
to look at the accounts of a business is that of the proprietor or 
proprietorship; and this is in many ways a helpful conception. 
Undoubtedly one of the purposes of accounting is to show pro- 
prietorship and the process whereby changes in proprietorship 
are brought about. But if we look at the accounts from this 
standpoint there is no possibility of attaching uniform significance 
to the terms debit and credit. For in property and outside equity 
accounts, debit (meaning additions to property and subtractions 
from equities) represents facts favorable to the proprietor and 
credit (meaning deductions from property or additions to outside 
equities) represents facts unfavorable to the proprietor; while 
in the accounts which represent the proprietor’s equity in any of 
the subsidiary proprietorship accounts debit (indicating subtrac- 
tions) represents facts unfavorable to the proprietor and credit 
(indicating additions) represents facts favorable to the pro- 
prietor. This is an illustration of the impossibility of attaching 
the significance of debtor and creditor to the terms debit and 
credit as used in modern accounting. 
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The only view that can logically be taken must be of the 
facts with which the books deal. We have two fundamental 
classifications — property and equities. We desire to record 
the flow of facts and still maintain the separation of these two 
classes. The accounts are built up to meet this need. Debit and 
credit are conventional terms used to designate left and right 
columns on the ledger page.* Nothing is to be gained but 
confusion in attempting to attach any special meanings such as 
debtor and creditor to these terms. 


SUMMARY 


The double-entry system of keeping accounts is founded 
logically in the nature of the facts with which accounting deals. 
These data consist fundamentally of the two classes, property 
and equities (rights in property). These two classes are always 
numerically equal, for one class consists of the objective items 
of property, the other class represents the situs of the ownership 
of this property and the same measuring unit is used in both 
cases. The essence of the double-entry system is the separation 
of the members of the equation—property equals equities—and 
the maintenance of this equation. Thus the double-entry method 
is more than the mere recording of facts. The first step in the 
interpretation of data is made in the forming of the two funda- 
mental classes. 

Business operation means a constant process of shifting in 
both property and equity items. Property expires, is replaced, 
is exchanged. Any property item may be increased or reduced. 
Similarly the process of change will mean increases and decreases 
in specific equity items. Accounts with the various items of 
property and equities are built up to record these changes. The 
important characteristic of any ledger account is two columns, 
one for additions, the other for subtractions. 

Arbitrarily we decide to maintain property balances in the 
left-hand column and equity balances in the right-hand column. 
Therefore, in property accounts the left-hand column is used for 
additions, the right-hand column for subtractions; and in equity 
accounts the reverse is true. The only principle controlling the 
arrangement is the maintenance of the original equation. 
~*Cf, Hatfield, Modern Accounting. 
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A complete system of accounts will usually embrace property 
items of a relatively permanent character, such as buildings, and 
numerous kinds of property of a transitory character, such as 
coal. Further, in order to keep the business process clearly in 
view, subsidiary equity accounts will be needed: (1) those 
accounts representing pure expense or gross deductions from 
equities, and (2) those accounts representing income (which 
embody the sale of the services of owners) or gross additions to 
equities. Finally, almost any account may have a subsidiary 
valuation account when for any reason subtractions or offsets are 
entered in a special account rather than in the proper column of 
the main account. 

All possible transactions can be classified under four heads: 
(1) one property is exchanged for an equal value of another 
property; (2) an increase or decrease of property takes place 
through an equal increase or decrease of equities; (3) an equity 
is exchanged for an equal value in another equity; (4) a trans- 
action may involve some combination of the above. In any of 
these cases equal entries in opposite columns are made for every 
transaction. Consequently the original equality existing between 
left-hand balances and right-hand balances is maintained. An 
important advantage of the double-entry system is the test of 
numerical accuracy afforded by this constant equality. 

The left-hand side of any account is called the debit side; 
the right-hand is called the credit side. The simplest rule for 
debit and credit is based directly upon the fundamental equation: 
debit additions to property and subtractions from equities and 
credit additions to equities and subtractions from property. The 
terms debit and credit as used in modern accounts have no other 
important significance. 
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Tanning Industry Accounting 
By C. B. Hottoway, C.P.A. 


It would obviously be impossible to deal in one article with 
all the phases and ramifications incidental to a full and complete 
accounting system for a company manufacturing various kinds 
and grades of leather. The writer has therefore endeavored to 
confine his cornments to the production of sole leather, which 
involves perhaps the simplest and most common methods by 
which hides are converted into leather. 


Before entering upon a discussion of the accounting system 
and methods it might be well to describe briefly the nature of the | 
operations and the chief difficulties which will confront us. 


Raw hides are generally purchased in individual lots, the 
identity of which it may or may not be expedient to retain in 
manufacturing and selling. They are prepared for the tanning 
by a series of processes known as soaking, fleshing, unhairing, 
etc., which consist of soaking the hides in vats containing solu- 
tions of acid, lime, bate, etc., and removing the hairs from the 
outside and the fleshings (or particles of flesh adhering thereto) 
from the inside of the hides. 


The hides are then laid in vats and covered with the tanning 
fluids and are left to absorb these liquids. At intervals the 
weakened or exhausted liquors are run off and fresh liquors run 
in. Each such process is known as a layer, and the number of 
layers, the length of time allowed for each layer and the strength 
and ratio of the ingredients of the liquors are controlled to a 
certain extent by the grade and quality of the hides under 
treatment. 

After the hides have been sufficiently tanned, they are hung 
in lofts to dry and are subsequently put through certain finishing 
processes having to do chiefly with the rolling out and smoothing 
off of the hides which come from the drying lofts in a rough and 
unfinished condition. 


The finished leather, after being weighed, is sorted by experi- 
enced inspectors into selling grades, which follow primarily the 
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grade and quality of the original hides but are also affected by 
tanning conditions, scores and cuts in the hides, etc. 

The time consumed in converting raw hides into sole leather 
will average from three to four months, and it can readily be 
seen that the investment in stock in process assumes considerable 
importance and that the tracing, recording and costing thereof 
present marked difficulties, the chief of which may be summed 
up generally as follows: 


1. The difficulty of maintaining the identity of the raw hides 
through the stock in process and into the finished leather and of 
applying the raw hide costs to the finished leather inspected. 

2. The difficulty of recording the movements of the hides 
from month to month and the accretion of their in-process value 
and of determining and absorbing into the cost of the finished 
leather inspected the proper proportion of the manufacturing 
cost accrued. 

3. The difficulty of determining profits on individual grades 
and individual lots; inasmuch as one lot will be sorted into a 
number of grades, which in turn will frequently—through rein- 
spection and elimination in selecting for shipment—be re-sorted 
downward between grades. With most companies it is necessary 
to carry large stocks of each grade, which militates against the 
frequent taking of physical inventories. 

4. The difficulty of gauging market and stock-room require- 
ments three to four months in advance for the purpose of con- 
trolling the purchase and feeding into process of the hides. 

5. The difficulty, on account of the low grade of labor 
employed, of obtaining accuracy in reports and records emanating 
from the plants, which makes it essential that the requirements 
in this respect be of the simplest form and reduced to a minimum. 

There are, of course, numerous other problems which arise, 
but an understanding of the foregoing, which are the more impor- 
tant ones, will serve to clarify the accounting suggestions to 
follow. 

For the purposes of this article it is assumed that the reader 
is familiar with the principles and methods of handling and 
distributing payrolls, burden, miscellaneous stores and supplies, 
etc., and it is therefore not considered necessary to deal specifi- 
cally with these features. 
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As indicated above, the operating accounts group themselves 
primarily into: 
Raw hides, 
Hides in process, 
Leather graded into stock, 
Leather sold, 


and for the purposes of this discussion it is assumed that the hides 
are purchased and worked through in individual lots, this being 
the method most commonly in use. In some of the larger plants, 
particularly where a considerable proportion of the hides is pur- 
chased in mixed or small lots, it is necessary to re-sort and 
re-grade the hides into new and larger series of lots, and this, of 
course, presents its own problems, particularly as to the shading 
of the raw hide purchase costs between the manufacturing lots 
in the re-grading. The lots are given numbers or letters, or a 
combination of both, which can be stamped or cut into the edge 
of the hides, and these marks become the basis for all records 
of movements in the plant, including the leather inspected into 
stock. 

Raw Hides: 

Under the individual lot system it is a fairly simple matter to 
keep a record of the raw hides prior to their being fed into 
process. Each lot would be charged into raw hides as received 
and credited out by a charge to hides in process as delivered to 
the first process. The balance on hand can be verified readily 
at any date by taking stock of the lots on hand by numbers and 
checking with the subsidiary lot records. 


Hides in process: 


The in-process values fall into two separate and distinct 

sections : 
Hide cost (cost of raw hides in process) 
Betterment cost (accretion of cost of manufacturing) 

As in the case of raw hides unworked, the recording of hide 
costs in and out of process is readily obtained from reports of 
lot numbers on hides worked into the first process and inspected 
out of the last process. It should not be necessary to keep any 
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records of the intermediate stages of operation as to this hide cost 
in itself, as distinguished from the betterment cost. 


The accounting of betterment costs, however, presents greater 
difficulties. For obvious reasons it would be an almost herculean 
task to attempt to obtain accurate monthly distributions of costs 
between processes and by individual lots over the extended 
period of time required for converting the raw hides into finished 
leather. This difficulty can be obviated by the adoption of a 
series of betterment cost rates at the various processes or stages, 
which should be developed from tests and experience and can be 
revised at intervals if necessary. In most instances the size and 
weight of the hides will vary between lots to such an extent as 
to make it expedient to establish these rates on a “per pound” 
rather than a “per hide” basis. The distinction in weight, however, 
would be maintained only between lots and the average weight 
per hide of each lot would apply to all the hides contained therein. 
These rates serve the further purpose of enabling the cost of 
production per unit to be ascertained, since the betterment on a 
given number of hides at any process or stage can be converted 
into an equivalent in leather. In this manner the total betterment 
accomplished during a month or other period can be expressed 
in a single figure which will reflect not merely the betterment on 
leather sorted into stock, but also the production fluctuation for 
the month in the betterments in process reduced to an equivalent 
in leather. 


Under a simple system it would be necessary to establish only 
two series of betterment rates: one for cow hides and one for 
bull hides. This distinction is essential because of the marked 
difference in the thickness and texture of the hides, the bull hides 
requiring a longer period and being more expensive to tan and 
finish than the cow hides. The movements of the hides in and out 
of processes would be reported daily by the lot numbers, which 
when identified with the raw hide records would establish the 
average weights and the distinction in betterment rates (whether 
bull or cow). 


At the beginning and end of each month the subsidiary in- 
process records based on the daily reports would show the total 
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number of hides in each lot at the various processes or stages 
and the application thereto of the respective “average weights” 
and betterment rates obtained from the rawhide records would 
provide inventory valuations, which would be sufficiently accurate 
for all practical purposes. In like manner, the leather inspected 
into stock would be valued at betterment rates based on actual 
weights and charged to leather graded into stock. On this basis 
the betterment cost account would be summarized monthly as 
follows : 

Inventory—at beginning (calculated at betterment rates) 

Add—Actual costs of tanning and finishing, 

Deduct—Leather inspected into stock (calculated at better- 
ment rates) and inventory at end (calculated at betterment rates) 

Balance—Betterment profit or loss. 

This profit or loss would be merely a reflection of the devia- 
tion in the actual costs for the month from the normal as 
established from tests and experience. 


Leather Graded into Stock: 


As the finished hides are inspected and sorted into stock, 
records would be kept showing the weights and grades obtained 
from each lot, and the leather account would be charged with the 
original raw hide costs obtained by lots and with the betterments 
thereon obtained by applying the respective betterment rates to 
the leather weights obtained from each lot. 

When the leather has been sorted into grades a lot practically 
loses its identity and as it is generally expedient to have some 
basis of valuation for measuring the results obtained from the 
respective lots, the customary method is to value the leather for . 
this purpose at current selling prices for the month. Some com- 
panies go so far as to charge the leather into stock at these current 
selling prices, showing the profit resulting therefrom in the current 
month’s business in the nature of a profit on manufacturing and 
taking up the difference between the values thus obtained and 
the actual amounts subsequently realized in the sale or disposition 
of the stock as profits or losses on sales in the month in which 
the actual sales occur. 

This method is open to severe criticism because it anticipates 
profits through valuing the stock at market instead of cost, 
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whereas the same information could be carried for guidance on 
supplementary records without being incorporated in the main 
accounts. 

The general principles outlined above can be amplified to meet 
the requirements of the larger tanning industries. The writer 
has made successful use of these basic methods in devising and 
installing a system of accounting for one of the larger tanning 
industries, which engages in the manufacture of sole, harness and 
saddle leather and deals in raw hides, tanning by-products, etc. 
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Training Accountants for Public Service* 


By Epwarp A. FItTzPpATRIcK 


The greatest need of the American democracy is the upbuild- 
ing of governmental administration—and governmental adminis- 
tration is the peculiar concern of mayors, comptrollers and 
accounting officers. President Lowell of Harvard has pointed 
out in the case of the republic of Rome that its decline and fall 
was due to internal weakness and constitutional disability and not 
to external forces, and points out specifically, though there were 
other causes, that surely “it is abundantly clear that government 
by a succession of amateurs, without expert assistance, had proved 
itself hopelessly incapable of maintaining an orderly administratior 
on so gigantic a scale. The state had outgrown its machinery, and 
the empire by creating a new organization prolonged its life.” 
And so the English publicist, J. M. Robertson, has pointed out 
that the “decline of this great state (Greece) was due to the fact 
that her science of practical administration did not keep pace 
with her expansion and economic development.” 

But one does not need to go so far afield. The European war 
has taught many lessons, and among others the one in which we 
are interested. 

If administration is so important, what can be done about 
it? At the outset we must recognize that the question of 
personnel is fundamental and that training personnel is yet 
more fundamental. Let us see what we do for military 
training. Recruiting agencies are distributed generally over the 
country. An elaborate publicity campaign is being carried on, 
and all the arts of the advertiser are called into play. Elaborate 
training schools for officers are established at Annapolis and 
West Point, and a position is guaranteed to the graduate. 
Organized opportunities extending over a number of years are 
provided for both line and staff. Practical training is combined 
with theoretical instruction. Training in administration is com- 


*An address before a joint meeting of the National Association of Comptrollers 
and Accounting Officers and the Conference of Mayors and Other City Officers of the 
state of New York, Syracuse, New York, 1916. 
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bined with training in technique. Old age pensions and sickness 
disability pensions are provided. 

Does such an organization exist within the civil service of the 
country anywhere? 

Are any plans made for such organization and training for 
public service? 

Is the need for such organization and training really felt? 

Could there be a more complete contrast? And yet we see 
that military training is only a comparatively minor factor in war 
efficiency. The organization of the nation along industrial and 
agricultural lines is a very great factor in war efficiency. Mobili- 
zation of the administration makes all other factors of no avail 
or most useful. Mobilization of the administration for peace is 
the most effective mobilization for war because its training is 
cumulative. 

Now add, if you will, the contrast with training for business. 
And here even our educational institutions have responded to 
this need. New York University, Dartmouth, Chicago, Pennsyl- 
vania, Illinois and others have schools of business, accounts and 
finance. Other colleges and universities have more or less devel- 
oped organizations for similar training. Harvard has a graduate 
school of business administration. Bureaus of chemical and indus- 
trial research are being organized under commercial auspices all 
over the country as supplementary agencies in the service of 
business. Efficiency engineers of more or less efficiency are 
everywhere in the land. Individual corporations are spending 
millions of dollars on technical and administrative research annu- 
ally. Vocational guidance is popular. Corporation schools are 
becoming more and more numerous. Schools for training and 
developing men in service are being recognized as a function of 
management. “Labor turnover” is in the consciousness of Amer- 
ican business as a problem and serious efforts are made to solve 
it. In addition the business of America accepts welfare work and 
workmen’s compensation as good business sense, not as the 
product of philanthropy. 

Does such an organization exist in the civil service of the 
country ? 

Are there any plans made for such organization or training in 
the public service? 
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Is the need for such organization or training generally felt? 


Is indifference or hostility to experts in the public service 
going to help business? Hardly! On the other hand, disinter- 
ested business, business that wants fair play and a square deal, 
will welcome intelligence and training on the part of those who 
are to exercise in the name of American democracy control or 
supervision over the vast business interests of the country. The 
welfare of the whole business structure depends to a great degree 
on the relation of government to it. The welfare of business 
depends on making governmental administration intelligent and 
efficient. Yet, on the whole, American business is stolid. 


These contrasts are made for suggestions. Answer these 
questions if you will. Let us turn to the subject of the influence 
of the accountant* and his place in government. 


This is the day of the accountant. Last night the sun of the 
lawyer set; today the sun of the accountant rises. While in our 
legislative councils the lawyer still has-a voice, though a diminish- 
ing one, in our administration he is going fast. It is not uncom- 
mon in legislation to find the provision that not more than one 
lawyer may be on a certain commission, or prohibiting lawyers 
from membership at all. 


This is merely the surface indication of a deep change in our 
contemporary life. Abstract formulas, vague general ideas, 
eighteenth or fifteenth century precedents no longer have the 
power over us they formerly had. Instead we have a passionate 
desire to know the concrete situation and to be guided by present 
social needs and economic facts rather than by any theories or 
fantasies however new or however old. 


Governmentally this movement runs along with and is rein- 
forced by the increasing extension of governmental supervision 
and control. In this supervision and control accounting and 
financial problems are fundamental. Is not the interstate com- 
merce commission an accounting body to a very great degree? 
Have you noticed how legal cases are turning more and more on 


*In this paper I am concerned with the training of accountants in the higher i- 
tions—with men who are responsible for what Dicksee calls “constructive accounting.” 
I think, however, the farther down the training outlined in this r extends the 
better it will be for individuals, the profession and public service.—E. A. F, 
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accounting facts? Have you realized that accounting is a neces- 
sary basis of the whole movement for state administrative 
commissions ? 

Let it be repeated, the accounting officer is becoming an 
increasing factor in government. That he is not in the foreground 
does not matter much. Back of the executives in government, of 
mayors, of governors, of presidents, are accounting officers doing 
the detailed work. As advisors these men are giving more and 
more direction to public affairs. For this reason alone their 
training is of immense importance. 

Accounting is a handmaiden of democracy. It records the 
day-to-day experience in financial terms and, we trust, in intelli- 
gible form. Light is thus thrown upon public policies. It organ- 
izes this experience with reference to the administrative needs 
of government. It is an important and essential part of the 
administrative machinery. But when public policy is determined 
by the alleged needs of the accounting system the handmaiden has 
become the mistress. 

Consider the training of the accountant. One need not lay 
stress on the fact that the training of the commercial accountant 
will not do for the needs of the public service. Merely from the 
technical standpoint, governmental accounting has peculiar prob- 
lems of its own beside a distinctive subject matter. Therefore, 
the course of training must be different. The governmental 
accountant must see his profit or loss in terms of social facts, 
and not in terms of dollars and cents. It is impossible to con- 
ceive it in any real sense in any such terms. The credit side of 
the ledger, say of the health department account, is the number 
of babies saved or whose deaths were prevented, the reduced 
death rate, the lessened sick rate, the increasing vitality of the 
population, or perhaps there ought to be with the financial facts 
on the debit side a typhoid or other epidemic, numbers of pre- 
ventable deaths, etc. 

All this brings us again to the fact that the merely technical 
equipment of the accountant is not sufficient to meet his needs in 
the public service. Technical equipment he must have. But the 
accountant in the public service must have. social vision, must 
understand the purposes of democracy, that is, the large ends 
which his technique must subserve—he must have qualities of 
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statesmanship. The routine training of the school will never 
produce or develop these results. What will? 

Bringing these men actually into contact with the problems of 
government will do it, if it is in them. If such men are caught 
young, the future has much in store for them and for us in the 
way of improved administration. 

We must stop that kind of thinking that regards school as a 
thing apart, an educational hot-house, an incubator. School— 
and that means high school, college, university, technical school, 
professional school—must be made to include the social com- 
munity of which it is a part. The school is merely the agency 
through which, among other things, the social forces are used 
for educational purposes as the community interprets education. 
The governmental offices and machinery are part of the educa- 
tional organization of the city, state or nation.* This is true 
whether we are training men in the public service for larger use- 
fulness in the public service or whether we are training men for 
the public service. 

Let us look at both these subjects briefly. 

First — training men in the public service. The modern 
science of management regards the training of men in service 
as an essential duty of the management. Schools and classes 
should be organized in the service to give supplementary training. 
But administrators should see to it that the daily tasks of the 
subordinate should be educative. 

It is one of my hopes that the college professors and other 
teachers of government, political science and governmental 
accounting will come through this channel. I am particularly 
anxious to see the hope realized because for the ordinary academi- 
cally inbred college professor this job of really and practically 
training men for the public service is just a wee bit too much 
of a strain. 

And now with reference to men who wish to prepare for 
public service. The case was very well put by the mayor of New 
York, then president of the board of aldermen. 


_cf. *W. S. Franklin’s Bill’s School and Mine: “Our entire educational system, 
primary and secondary, collegiate and technical, is sick with inconsequential bookish- 
ness, and school work has become the most inefficient of all the organized efforts of 
men. . . . The greatest educational problem of our time is to make use of com- 
mercial and industrial establishments as schools to the extent that they are schools.” 
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My own experience, both as commissioner of accounts and in my 
present office, has convinced me that the type of man qualified by training, 
experience, native ability and initiative to perform the work of even minor 
subordinate positions in the city government is so rare as to be practically 
unobtainable. While it has been possible to find men, for instance in the 
field of accountancy, with thoroughly satisfactory technical training and 
with sufficient native ability, they have lacked both experience in municipal 
business and the point of view which comes only by contact with govern- 
mental problems and association with men of progressive ideas. 


He formulates the remedy thus: 


From my own university experience and my later experience in public 
office, I may point out that the universities cannot fill the demand for this 
particular kind of training. I believe that university professors themselves 
would be the first to admit that they have as yet neither the literature for 
teaching facts of government nor the facts from which such literature can 
be prepared. My own conviction is that it will never be possible so to 
organize instruction in universities that it will fit men to do the work of 
municipal or even of state officials or employees or of civic leaders... . 
Field work, the experience gathered by day-to-day contact with the business 
facts of government, can alone thoroughly equip the man whose general 
education and training have already supplied the preparatory equipment. 
Without them 2 man may learn theories of government and the principles 
of administration, but will lack the experience and training without which 
efficiency in service cannot be achieved. 


What are you going to do about it? What can you do? 


Individually you can begin or make more effective present 
plans for training men in the service. 


You can co-operate with universities which begin to see the 
present social obligation that rests upon them and would welcome 
some light from men who are close to the facts. But after you 
promise co-operation and work is begun, don’t expect too much 
from the professors of political science, for with some exceptions 
they do not know very much about the practical administration 
of government. You may have to educate them, too. Accept 
the opportunity and be grateful that you are having a chance to 
influence the education of thousands of youths even if it be only 
indirectly. 


Regard it also as an opportunity to be permitted to give direc- 
tion to young men who are beginning their courses in the public 
service. Teach them the technique of their jobs by all means, 
but teach them also its social responsibilities. Make the 2 see 
that, to use the language of the motto of The Public Servant, 
“there can be no higher ambition than that of serving the state 
(or city), nothing more creditable than to serve it well.” 
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By Joun T. KENNEDY 


Articles by legal authorities expressing opposing views on the 
construction of statutes have become popular within recent years. 
These differences of opinion are written in the utmost good nature, 
probably because the objective of each writer is to facilitate the 
interpretation of the law. In this same spirit I desire to comment 
on an article appearing in THE JoURNAL oF ACCOUNTANCY for 
November, 1915, by W. F. Weiss, C.P.A., on Dividends and the 
New Income Tax Law. The main purpose will be to offer a 
solution to certain problems suggested by Mr. Weiss’ article in 
lieu of the solution recommended by Mr. Weiss. 


Under the new law, a normal tax of two per centum is 
imposed upon all income received by individuals above the 
minimum exempted ($3,000 for unmarried and $4,000 for 
married persons), and in addition there is imposed a graduated 
surtax upon incomes exceeding $20,000. Corporate dividends 
received by individuals and paid out of profits accruing since 
March 1, 1913, are to be included in net income for the purpose 
of calculating the amount of the surtax. It is possible that these 
dividends should be stated in the return in all cases, but a credit 
of the amount of the dividend is allowed for purposes of the 
normal tax. Since the corporation is taxed on the profit, from 
which the dividend is declared, at the time of its accumulation 
in the amount prescribed for the normal tax, i. e., two per centum, 
the apparent reason for allowing this credit in determining the 
normal tax is to avoid a double tax on the same income. Like- 
wise, since no surtax was paid by the corporation, the law taxes 
the stockholder upon income derived from such dividends for 
the year in which he receives the dividend, whether it be received 
in the form of cash or in the form of a stock dividend. 

Mr. Weiss criticises that section of the statute which provides 
that stock dividends paid from profits accruing since March 1, 
1913, shall be considered as income. For the purpose of simpli- 
fying the discussion, assume that the following transfers occur 
in stock, and that the selling price in each case is the book value 
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of the stock: 1915, A to B, at $110 per share; 1916, B to C, 
at $125 per share; and in 1917, C sells one-half of his stock to 
D at $150 per share, retaining the other half. In 1917, the 
corporation’s capital stock is $100,000, surplus $50,000, and a 
stock dividend is declared of the $50,000, the capital stock then 
being $150,000 and the surplus eliminated. After such divi- 
dend, D, instead of holding, say, two shares of the value of $150 
each, total $300, would hold three shares of the value of $100 
each, with a like total of $300. Thus D receives no actual income 
from this transaction. Likewise C’s actual income from the 
stock dividend on the stock for which he paid B $125 per share, 
from the standpoint of book value, would be $25 per share and 
not the full amount of the stock dividend, $50 per share. 

Mr. Weiss contends that neither C nor D should be taxed in 
any amount upon the stock dividend, but that the stock dividend 
should be considered as part of the capital of C or D. After 
most carefully reading the cases he cites, I am not convinced that 
they support Mr. Weiss’ conclusion that a stock dividend should 
be considered, from the standpoint of the recipient, as being 
entirely capital. These cases hold that a stock dividend may be 
as to a trust estate entirely capital or entirely income or both 
capital and income. If declared from profits which the corpora- 
tion accumulated before the creation of a trust estate, the divi- 
dend is capital; if from profits accumulated after the creation of 
the estate, it is income; and if from profits accumulated both 
before and after it is proportionately capital and proportionately 
income. The writer will refrain from the natural inclination of a 
lawyer to discuss technical legal decisions and consider the 
practical effect of the adoption of Mr. Weiss’ suggestion. 

The article declares that if stock dividends are treated as 
capital, “any actual income which may be derived from them is 
bound to produce eventually its share of taxation for the govern- 
ment, first, on the cash dividends received on account of them, 
and finally, on any profit that may be realized on a sale of the 
stock at a price higher than the cost of acquisition.” 

In the first place, subsequent cash dividends received by the 
stock distributed would be paid from other profits of the 
organization and not upon the profits represented by the stock 
distributed. Respecting the second point, there is uncertainty 
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that the stock, when sold, will yield a profit. During a subsequent 
year it might be sold at a loss. In such event, the government 
would not receive any tax upon the original profit distributed in 
the form of a stock dividend. Likewise, the recipient of a stock 
dividend would have the benefit of a privilege not accorded 
other tax-payers, namely, of offsetting losses occurring in one 
year against gains secured in another year. 

Aside from these objections, Mr. Weiss’ suggestion does not 
cover cases of extraordinary cash dividends. For instance, the 
corporation, in the example given, might not care to increase its 
capital stock, but prefer to distribute the accumulated surplus in 
the form of a cash dividend. Such a cash dividend would not, 
as to D in the above illustration, constitute actual income, and, 
as to C, it would constitute income only to the extent of $25 per 
share. In other words, were Mr. Weiss’ suggestion adopted, C, 
in the event of a cash dividend, would pay a tax on $25, but in 
the event of a stock dividend would pay no tax. If taxation of 
income was dependent upon its reduction to the form of cash 
in this case, why not in all other cases? In these circumstances, 
the writer suggests that in the act itself there is a means of 
equitably adjusting the rights of the recipients either of a cash 
or of a stock dividend. Section 5, paragraph 5, provides for the 
following deduction from income: “In transactions entered into 
for profit but not connected with his business or trade, the losses 
actually sustained therein during the year to an amount not 
exceeding profits derived therefrom.” 

Assume that B in the illustrated case held two shares of stock 
for each of which he paid the book value of $150, the total value 
being $300. B receives an extraordinary cash dividend of $50 
per share, total $100. The stock would then be worth a book 
value of $100 per share, total $200. In his return B might include 
the $100 in the space provided therefor under “gross income” 
and then under the head of “general deductions” write in a deduc- 
tion of $100 as covering the loss actually sustained by him because 
of the decreased book value due to the dividend. 

Likewise C, when he received the extraordinary cash dividend 
on, say, two shares held by him, might include $100 under gross 
income and then claim a deduction of $50 as the loss actually 
sustained by reason of the decrease in book value. 
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The same treatment might be made respecting stock dividends, 
there being no fundamental difference between the two, as to the 
income of the individual. Of course, the price paid by C and D 
in practice ordinarily would be the market price and not book 
value. Nevertheless, the loss as between the price paid and the 
subsequent book value would be construed as the loss actually 
sustained. 

The writer does not deem this a strange interpretation of the 
above provision. Any other construction would be productive of 
absurdity. The act distinctly specifies that it is the net income of 
the individual which is to be taxed. Hence an interpretation 
that the full amount of a stock dividend or of an extraordinary 
cash dividend would represent net income, in the circumstances 
cited respecting C and D, would be opposed to the fundamental 
idea of taxing net income. The only apparent reason for insert- 
ing the dividend clause in the act was to cover cases of individuals, 
subject to the surtax, when they received income upon which 
only the normal tax had been collected at the source (i.e., from 
the corporation). It is not the dividend which is intended to be 
taxed, but the income of the individual receiving the dividend. 
This interpretation eliminates any possible objection advanced 
by Mr. Weiss against the dividend provision of the new act and 
complies with the intent of congress to tax only the net income 
of the individual. 

Most of the criticism levelled against the income tax is based 
on alleged discrimination. Mr. Weiss’ suggestion, instead of 
removing a discrimination, would, as between recipients of stock 
dividends and recipients of other income, including extraordinary 
cash dividends, introduce another discrimination. It is sub- 
mitted that the construction given eliminates the element of dis- 
crimination and equitably adjusts the taxation of dividends. 
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Notice to Members of the Institute 


The President of the Institute of Accountants announces the 
result of the ballot submitted to members under date of November 
20, 1916, as follows: 

The name of the Institute of Accountants in the United States 
of America shall be changed to “The American Institute of 
Accountants” and the executive committee is authorized to take 
such legal steps as may be necessary to effect the change. 


Article II, section 2 of the by-laws is repealed and in its stead 
is enacted a new section as follows: 


Sec. 2. Any member of the institute may be represented at regular and 
special meetings of the institute by another member acting as his proxy, 
provided, however: 

(a) that no person shall act as a proxy for more than five members 
each of whom and his proxy shall be residents of the same state. 

(b) that no proxy given shall confer power of substitution and that 
all proxies shall become null and void with the final adjournment of the 
meeting for which they were given. 


EDITORIAL 
Promotion on Right Foundation 


Accountants have always been among the strongest advocates 
of publicity and full disclosure in reference to promotions as the 
most practicable form of protection to the public. Our readers 
will therefore, we think, be interested in the procedure followed 
in the formation of the new company to take over the Pierce- 
Arrow Motor Car Co. 

What took place was, briefly, that the banking firm of J. & W. 
Seligman & Co. and their associates arranged to acquire the entire 
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capital stock of the old Pierce-Arrow Motor Car Co. for a fixed 
sum in cash and to transfer it to the new company for the same 
sum, at the same time subscribing for a certain number of its 
shares of preferred stock at par and a certain number of its 
shares of common stock of no par value for a lump sum in 
cash—these stock subscriptions providing the amount required to 
enable the company to carry out the purchases. The bankers then 
in turn sold all the preferred stock and a part of the common 
stock to a syndicate for the amount of cash paid by them to the 
new company, retaining the balance of the common stock for 
themselves and their associates. 

There is nothing unusual about the substance of the transac- 
tion. The form in which it was presented to the public is dis- 
tinctly novel and, we venture to say, as admirable as novel. In 
the first place the letter to the syndicate, which was given fairly 
general publicity, expressly stated the transaction substantially as 
we have recited it above—but of course giving the figures in all 
cases—and contained a specific statement that the stated number 
of shares of common stock retained by the bankers and their 
associates represented their entire profit in the transaction. 

In the corporate procedure of organization of the new com- 
pany the customary offer of the property was made not by an 
intermediary but directly by the bankers; the contract with the 
original owners of the stock was recited and a copy furnished 
with the offer; and at the same time reports of accountants and 
appraisers upon the property were furnished. The offer was 
then made to transfer the contract for sale for a nominal con- 
sideration and to subscribe for the stock of the new company, 
after which it was explained that the bankers proposed to sell 
the whole of the preferred stock to a syndicate in accordance 
with the syndicate letter, a copy of which was also submitted 
with the offer. 

It is difficult to see how the policy of full disclosure and pub- 
licity could be carried further. It is perhaps too much to hope 
that some such procedure will become universal in the near 
future, but the success which we understand attended the issue 
may, perhaps, encourage others to adopt a similarly bold and 
frank policy. Every case in which this is done certainly tends to 
make more difficult the way of the promoter who endeavors to 
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foist stocks upon the public without affording it an opportunity 
to become familiar with the real facts of the transactions. 

THE JOURNAL OF ACCOUNTANCY has been heartily in favor of 
the policy of full disclosure and is glad to avail itself of the 
opportunity to draw attention to this interesting development in 
financial practice. 


Importance of Accounting Knowledge 


The anonymous presentation of $600,000 to the Columbia 
school of business is a cause for general gratification, inasmuch 
as it indicates an increasing recognition of the importance which 
attaches to the proper training of men for business. 

In a letter to the president of Columbia the man who by his 
generosity has made possible the erection of suitable buildings for 
the school of business discussed the reasons why he felt that 
everything possible should be done to encourage the work of the 
school and laid particular stress upon the paramount importance 
of accounting. 

“Scores of times,” said he, “during the last third of a century, 
have I had young engineers, fresh from college, apply to me for 
employment, and almost invariably they have stated that the 
amount of the salary was a secondary consideration—that their 
desire was to get employment with our company, where they 
would have prospects of eventually reaching the position of 
manager of one of our properties. I generally asked them if they 
had a knowledge of accounting. Almost invariably they had 
not. I would advise them to take six months’ course in a com- 
mercial school and then again make application for employment. 

“Please do not get the impression that I underrate the value 
of technical knowledge; on the contrary, I do not believe that 
any man can be as valuable in the conduct of any business 
without a knowledge of chemistry (and some other branches of 
the sciences to a less degree) as he could be with such knowledge. 
Presidents of trunk line railroads without a knowledge of chem- 
istry and civil engineering labor under great disadvantage. But 
without a knowledge of accounting they would never have 


attained to the position.” 
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Standard C.P.A. Law 


One of the first acts of the council of the Institute of Account- 
ants after the merger with the American Association of Public 
Accountants was the approval of a standard form of certified 
public accountant law which had been drafted by the committee 
on state legislation of the American Association. 


After long experience with the various C.P.A. laws of the 
country the committee prepared a model which seemed to over- 
come most of the weaknesses of accountancy legislation as it 
has been known. This standard draft is recommended to the 
consideration of those states in which unsatisfactory laws now 
exist in the hope that amendments may be enacted and to those 
states in which C.P.A. laws do not exist, trusting that when 
enactment of such laws is considered it may follow the accepted 
draft. 

Incidentally, the approval of this model law is a complete 
answer to people who have expressed the opinion that the estab- 
lishment of the institute was intended to supersede all C.P.A. 
legislation. The fact that one of the first acts of the institute 
was the approval of a standard for C.P.A. legislation clearly 
demonstrates the interest which the institute intends to take in 
this important phase of accounting progress. 

For the benefit of readers we publish below the draft of the 
model law approved by the council of the Institute of 
Accountants. 

STANDARD C.P.A. LAW 


AN ACT TO CREATE A STATE BOARD OF ACCOUNTANCY, 
AND PRESCRIBE ITS DUTIES AND POWERS; TO PROVIDE 
FOR THE EXAMINATION OF, AND ISSUANCE OF CERTIFI- 
CATES TO QUALIFIED APPLICANTS, WITH THE DESIGNA- 
TION OF CERTIFIED PUBLIC ACCOUNTANT, AND TO PRO- 
VIDE THE PENALTY FOR VIOLATIONS OF THE PROVI- 
SIONS THEREOF. 

Be it enacted by the legislature of the state of , as follows, to wit: 
(Use language required by law for the above.) 
Section 1. Within thirty days after the passage of this act, the 
(a) constituted authorities of the principal university of the 
state under state control, or 
(b) the governor of the state shall appoint not less than 
three nor more than five public accountants of recognized 


46 


| 
T 
| 
| 
| 
| 
| 


Editorial 


standing, each of whom shall have been actively engaged 
in practice for not less than three consecutive years 
immediately preceding date of appointment, who shall 
constitute a state board of accountancy. After appoint- 
ment of initial board, all appointees shall be certified 
public accountants. 

Sec. 2. For the purpose of this act, a public accountant is hereby 
defined as a person skilled in the knowledge and science of accounting, 
who holds himself out to the public as a practising accountant for com- 
pensation, and who maintains an office for the transaction of business as 
such, whose time during the regular business hours of the day is 
devoted to the practice of accounting as a professional public accountant. 


Sec. 3. The members of such board shall hold office for (three or five) 
years or until their successors are appointed and have qualified, except that 
of the members first appointed under this act, one shall hold office for one 
year, one for two years, one for three years (one for four years and one 
for five years). The term of office for each to be designated at time of 
his appointment. Thereafter one member shall be appointed annually for 
the full term. 

Sec. 4. The board shall organize by the election of one of its members 
as president, one member as secretary and one member as treasurer; 
provided, however, that the office of secretary and treasurer may be held 
by one person. 

Sec. 5. The board shall keep a complete record of all its proceedings 
and shall present annually to the governor a detailed statement of the 
receipts and disbursements of said board during the preceding year, with 
a statement of its acts and proceedings, and such recommendations as 
said board may deem proper. 

Sec. 6. The board shall be authorized: 


(a) to administer oaths to all applicants or persons appear- 
ing before the board, in respect to investigation, exam- 
ination, or the issue of C.P.A. certificates; 

(b) to conduct investigations and examinations, and issue 
certificates to properly qualified applicants; 

(c) to determine the qualifications of all applicants; 

(d) to establish such rules and regulations as may be requi- 
site properly to carry out the purposes of this act and 
maintain a high standard of integrity, education and 
proficiency among the holders of C.P.A. certificates. 

Sec. 7. Written examinations of applicants shall be held as often as 
may be necessary in the opinion of the board, and at such times and 
places as it may designate, but not less than once in each calendar year. 
If five or more persons apply for examination within not less than four 
months after the annual examination, the board shall hold an examination 
for said applicants. Examinations may be both oral and written, at the 
discretion of the board. 
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Sec. 8. The written examination of applicants shall at least cover the 
four general subjects, with a minimum time allowance, as follows: 


(a) Theory of accounts 3 hours 
(b) Practical accounting 
(c) Auditing 
(d) Commercial law 


and such other subjects as may be required by the board. Seventy-five 
per cent. shall be required in each subject. 

Sec. 9. Any citizen of the United States, or one who in good faith 
has declared his intention of becoming such citizen (in which case he 
must become a citizen within two years after the time allowed by law or 
the certificate shall be revoked by the board), over the age of twenty-one 
years, of good moral character, a graduate of a high school of recognized 
standing with a four years’ course or possessing an education fully equiva- 
lent thereto, who has had at least five years’ accounting experience, two 
of which shall have been in public practice on his own account or in the 
office of a public accountant in active practice, and who has passed a satis- 
factory examination, unless otherwise exempt from such examination as 
herein provided, shall receive a certificate of his qualifications to practise 
as a professional public accountant. No other person and no corporation 
shall assume or use such title or the abbreviation C.P.A. or any other 
words, letters or figures, to indicate that such person using same is a 
certified public accountant. 

Sec. 10. The board may in its discretion, upon application in writing, 
waive the examination of and issue a certificate to any person who has 
the qualifications required by this act and the rules of the board, provided 
that such person shall submit to said board such evidence as to said quali- 
fications as may be required by and be satisfactory to the board, 

(a) who is at the time of filing application, a citizen of this 
state and who for not less than three consecutive years 
next preceding the passage of this act, has been in bona 
fide practice as a professional public accountant, the last 
year of which shall have been within this state — pro- 
vided, however, that application for such certificate be 
filed in the manner prescribed by the board, within 
ninety (90) days from date of organization of the board, 

(b) who for not less than three years has had the degree of 
certified public accountant or chartered accountant, 
issued by or under the authority of another state or 
foreign nation, provided that such certificate was issued 
with the approval of the state board of accountancy or 
examiners of the state issuing, and provided further 
that the standards prescribed by law or the rules of the 
board and the examinations conducted are, in the opinion 
of the board, fully equivalent to the standards main- 
tained in this state. 
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Sec. 11. The board may revoke any certificate issued under this act 
for sufficient cause, provided that written notice shall have been mailed 
to the holder of such certificate at his last known address at least twenty 
days before any hearing thereof, stating the cause of such contemplated 
action, and appointing a time and place for a hearing by the board; and, 
provided further, that no certificate issued under this act shall be revoked 
until such hearing shall have been had. At all such hearings the attorney 
general of the state shall attend and act as the legal advisor of the board. 

Sec. 12. Each applicant for examination and certificate shall pay to the 
board a fee of twenty-five ($25) dollars at the time of filing his appli- 
cation. In no case shall such fee be returned. If the applicant fails to 
pass the examination he shall be entitled to take another examination 
within one year at any time at which there are other applicants to be 
examined. 

Sec. 13. The members of the board to be appointed under the pro- 
visions of this act shall be paid for the time actually expended in the 
pursuance of the duties imposed upon them by this act an amount not 
exceeding ten ($10) dollars per day, and they shall also be entitled to 
necessary travelling expenses. 

Sec. 14. From the fees collected, the board shall pay all expenses 
incident to the examinations to be held under this act, the expenses of 
preparing and issuing certificates, the travelling expenses of examiners, 
and their compensation while performing their duties under this act, 
stationery, printing, clerk hire and incidental office expenses, provided 
that no expense incurred under this act shall be a charge against the funds 
of the state. 

Sec. 15. (a) If any person shall illegally hold himself out as having 
received the certificate of certified public accountant, or shall assume to 
practise thereunder as a certified public accountant, or use the initials 
C.P.A. or any other words, letters or figures without having received such 
certificate, or after the same shall have been revoked, on conviction 
thereof he shall be deemed guilty of a misdemeanor and _ shall 
be fined not less than $————- nor more than $————— or imprisoned 
in the county jail for not less than nor more than ————— or 
both, in the discretion of the court, for each day during which he shall 
so practise or violate any of the provisions of this act. 

(b) Should any person holding the degree of certified public account- 
ant be convicted of gross negligence or of wilfully falsifying a report, 
he shall be deemed guilty of a misdemeanor, and upon conviction thereof 
shall be fined not less than $——— nor more than $——— or imprisoned 
in the county jail for not less than nor more than or both, 
in the discretion of the court, for each such offense. 

Sec. 16. (Provide for repeal of previous acts or any and all acts in 
conflict—using wording usually required by statute or general custom.) 

Sec. 17. (Provide that this act shall take effect at the time and in 
the manner prescribed by statute or general custom of the state.) 
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Income Tax Department 
Epitep By Joun B. Niven, C. P. A. 


The rulings issued by the treasury department during the past month 
are as indicated in the following summary: 


I. Income Tax 


T. D. 2394 gives the terms of a decision in a suit brought against a 
collector of internal revenue to recover corporation excise taxes collected 
by his predecessor in office. The court holds that the liability for amounts 
over-collected attaches to the collector personally and not to him ex officio, 
so that suits for recovery after he has demitted office must be brought 
against him personally and not against his successor in office. 

T. D. 2396 emphasizes the fact that the act of September 8, 1916, per- 
mits taxpayers to present a claim for refund of taxes which, upon an 
examination of returns made pursuant to the three federal tax acts of 
1909, 1913 and 1916, appear to have been paid in excess of those properly 
due; and also permits the reopening of claims for refund which had been 
rejected because of the statute of limitations. It will be noticed that the 
treasury department restricts the permission only to those cases which 
necessitate an examination of the return. It is difficult to understand the 
exact intention of the limitation imposed. 

All claims seem to necessitate an examination of the return and there- 
fore it must not be the physical act of examination that is intended, but 
something different. Whether the distinction which has been raised is 
that between a question of law and a question of fact or is that between 
returns which have been already examined by the federal inspector and 
the re-assessment acquiesced in by the taxpayer and returns not so 
examined, or if examined not acquiesced in by the taxpayer, it is im- 
possible to say; but the situation should be cleared up as soon as possible. 
The point is of some moment as many adjustments might be made on 
previous years’ returns if taxpayers were allowed a free hand in ad- 
justing their returns to the law as now interpreted by the courts. A 
good instance of this may be mentioned in the case of a recent decision 
of the United States circuit court of appeals which held that dividends 
paid out of surplus which had been earned prior to March 1, 1913, were 
not taxable under the law of October 3, 1913. If this decision stands and 
if all taxpayers may be allowed to reopen returns made by them since 
1913 it is obvious that a very serious situation so far as the treasury 
department is concerned will ensue. 

T. D. 2399 provides a revised form of certificate to be furnished by 
non-resident aliens with coupons from bonds of domestic corporations. 
Form 1004, revised, was formerly provided to be used by nonresident 
alien individuals and fiduciaries and it has been further modified as 
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“form 1004, revised, November 22, 1916,” so that it may be used by 
nonresident firms and organizations as well as in declaring income from 
such sources. 

T. D. 2401 provides a form of certificate to be used to disclose the 
identity of a nonresident alien ownership of stock which is registered 
in the name of a person, firm or corporation resident in the country. 

T. D. 2402 relates to the collection of the tax upon the income 
of nonresident aliens. It provides that the proper representative in 
the United States shall make return of all interest on bonds and 
dividends on stock coming into his custody or control and pay the 
tax—normal and additional. It is provided, however, that where the 
representative has not had funds of his principal in his hands since 
September 8, 1916, out of which he could have retained the tax due, he 
will be relieved from paying the tax, but where income has been in his 
custody or control since September 8, 1916, he will be liable for the total 
tax for the entire year 1916, and subsequent years. It seems that the 
test of the agent’s liability for the tax of his foreign principal will be 
the possession of income in the taxable period; and the only safe course 
to be followed is to retain out of each remittance of income not only 
the normal tax on the amount so remitted but also the additional tax, if 
any, payable when the amount so remitted is added to the total income 
remitted for the calendar year to date. The situation will be simple where 
a nonresident alien has one person as his duly appointed representative 
in the United States, but in cases where no appointment is made and 
where the income is collected through the ordinary channels of com- 
merce, and it may be through the hands of more than one person, it is 
evident that some future provision has to be made to adjust the total tax 
due when the return from each source is received and listed. As the 
withholding provisions of the law do not apply to the income of non- 
resident alien partnerships and provision has not been made to collect the 
tax from the individual partners it will be seen that there are still many 
weaknesses in the administration of the law to be rectified. 

T. D. 2407 draws attention to the changes in the language of the law 
relating to corporations and other organizations exempt from the federal 
income tax and states the opinion of the commissioner that these exempt 
organizations are now required to answer under all the provisions of the 
statute as to withholding and making returns of tax withheld. 


II. Specta, Excise Tax ON CORPORATIONS 

It has been pointed out that, in the regulations relative to this tax 
which were printed in the December issue of THE JouRNAL oF AccouNT- 
ANCY, an inconsistency appears which might mislead. It is in that part of 
the regulations dealing with returns. 

Article 3, subdivision (b) provides that every corporation organized 
for profit and having a capital stock issued and outstanding, represented 
by shares of the market value of $75,000 or over shall make a return 
irrespective of the par value of its capital stock; and this provision is in 
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harmony with the statute under which the tax is exacted. But, the caption 
to this article is: “Returns required of every United States corporation 
having capital stock outstanding of $75,000 or over,’’ which seems to mean 
a par value of $75,000 instead of market value as provided in the law. 
In the operation of the law the correct requirement should be kept in view. 

The following questions have arisen in correspondence with various 
readers of THE JouRNAL oF AccouNTANCy recently, and may be of general 


interest. 


Question 1 


A partnership with a net worth of about $3,500,000.00 incorporated 
during the present year, with a capital of $5,000,000.00, appreciated their 
assets on their books, taking in payment $5,000,000.00 stock in the 


corporation. 
In preparing the individual returns, it was the writer’s idea that this 


appreciation could properly be ignored until such time as their capital 


stock was disposed of. 
I will be glad if you will give me your views on this matter at your 


convenience. 
Answer 
You have raised a very interesting point which, so far as I am aware, 
has never been dealt with specifically by the treasury department in any 
of its rulings. 
In my view, two questions have to be answered in order to arrive at 
the proper treatment of the transaction you indicate; these are: 


1. Does the transaction represent an exchange of one form 
of asset for another, or does it represent an absolute sale of 


an asset, and ‘ 
2. If it is an absolute sale, does the consideration received 
represent cash or the equivalent of cash as defined by the 


rulings of the treasury department? 


The first question would seem rather to be a legal one than an 
accounting one, and it might be held from that point of view that the 
transaction was in reality a sale, but I am rather inclined to think that 
it is only an exchange in the form of an asset whereby each individual 
exchanged his one-half interest in the partnership assets for another 
interest in the corporation assets. If that is the correct view to be taken of 
the matter, the method to be used in disposing of the transaction under the 
income tax law is settled by a letter which is published in the Corporation 
Trust Company’s service as having been received by that company from 
the acting commissioner of internal revenue, dated April 1, 1915, who, in 
answer to an inquiry whether in the case of an individual who purchased 
a share of stock in one company for $150 and afterwards exchanged that 
share for two shares of the par value of $100 each in another company 
he should disclose the difference between the price paid and the par value 
of the stock received as profit, stated: 

“In reply to your inquiry you are informed that this does not con- 


stitute such a completed and closed transaction as is contemplated by the 
ruling given in the mimeograph letter referred to. It is in fact an exchange 
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of assets of one form for assets of practically the same form, neither by 
this transaction being reduced to cash or its equivalent. In this transaction 
there is nothing to indicate that the two shares of stock in the B company 
of a par value of $100 each had a value in cash or its equivalent in excess 
of the value of the stock in the A company. There is no evidence, other 
than the difference in the quantitative par value of the shares of stock, 
that any gain, profit or income was realized from the exchange of the 
shares of stock. 

This, I think, covers your case if the transaction be considered an 
exchange. 

In answer to the second question, it would rather seem that the letter 
above quoted covers the second question also, although on the other hand 
the department has held that stock dividends paid from the net earnings 
of a corporation are equivalent to cash and require to be accounted for 
at the valuation placed upon the stock by the corporation when said stock 
dividends are issued. I admit that a stock dividend is not quite the same 
as the original issue of stock by a corporation, but on the other hand it 
is to be noted that the commissioner, in the letter that I have quoted, 
gives as one of the reasons why the exchange of stock did not constitute 
a complete and closed transaction that there was nothing to indicate the 
value of the stock received. It mighc be held that this reason did not 
follow in your case because the directors have placed the value of 
$5,000,000 on the assets turned over, and I should think that the state 
laws governing their charter will prohibit the directors from issuing stock 
for anything else than the fair value of the property acquired. 

On a broad view of the whole situation, however, I am inclined to think 
that it is in fact only an exchange in the form of assets and that the 
individuals will not be required to include the profits on the transaction 
until the stock which they received has been actually realized by a sale. 


QUEsTION 2 

Our books give the following information relative to capital account: 
Stock Surplus Undivided Dividends paid 
profits during year 
Jan. 1, 1913 500,000.00 200,000.00 300,000.00 75,000.00 
500,000.00 200,000.00 300,000.00 80,000.00 
“ wes 500,000.00 200,000.00 284,316.26 90,000.00 

. tee 500,000.00 200,000.00 316,835.24 none 


In declaring dividends which were paid in 1913, 1914 and 1915, no 
mention was made as to whether or not they were to be paid out of 
earnings accrued prior to or after March 1, 1913. 

What amount of dividends can we now declare and pay before it will 
be necessary for the stockholders to list them in their income tax state- 


ment and pay taxes thereon? 


Answer 

In the first place, it is necessary to ascertain what was the amount of 
the earnings or profits accrued at March 1, 1913. It is assumed that the 
$200,000 stated under the caption of surplus represented accumulated earn- 
ings and that the total amount of undistributed profits of the company at 
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January 1, 1913, was $500,000. It is further assumed that the company 
made a profit of $75,000 in the year 1913, and it is for consideration 
whether any part of this profit can be held to be “earnings or profits 
accrued” at March 1, 1913. So far as I am aware, there is no legal or 
departmental opinion on the point, but for present purposes it may be 
assumed that the department will permit the year’s profit to be prorated 
by months over the period of earning; and, on this assumption, your 
company had at March 1, 1913, undistributed earnings to the amount of 
$512,500. 

In the second place, the distributions made from this amount have to 
be ascertained. It lies, no doubt, in the discretion of the directors 
to prescribe the particular profits from which a dividend is to be paid, 
and in the case where they so prescribe there seems to be no particular 
difficulty in the question. The position of your company, where no men- 
tion was made as to the particular earnings from which the dividends 
were to be disbursed, is a common one, however, and raises some doubt 
as to the proper rule to be applied. Under the old law dividends were 
taxable irrespective of when earned, and it therefore was unnecessary 
for the treasury department to deal with the point in their rulings. There 
is, however, a similarity in principle between a distribution of profits by 
a corporation and the sale cf part of the holding of an investor in the 
stock of a corporation; and in the latter case the treasury department 
in a letter dated February 26, 1916, held “that whenever possible the shares 
sold shall be identified by the number of the certificates covering them 
and the proportionate part of the difference between the purchase price of 
the stock thus identified and its selling price properly chargeable to the 
taxable period (March 1, 1913, to date of sale) is the amount to be 
returned for income tax purposes. . . . When stock is sold, and its 
identity cannot be determined, it should be charged against the stock first 
purchased and remaining unsold, and if that purchase occurred prior to 
March 1, 1913, the proportionate part of the difference between the cost of 
that stock and the selling price of the stock sold, properly chargeable to 
the taxable period, is the amount to be returned for income tax purposes.” 
If the principle thus laid down by the treasury department be applied to 
profits distributed as a dividend, the source of which has not been defined 
by the directors, it appears that the distribution should be considered to 
be the profits first earned of those which are still undistributed. In the 
adoption of this method the best interests of not only the public revenue 
but also of the taxpayer would be served, and in my opinion it is the 
one that should be used until another method is required by the treasury 
department. 

Applying the conclusions I have indicated to your company, we find 
that at March 1, 1913, it had accrued earnings or profits on hand of 
$512,500; that it has since distributed in dividends the sum of $245,000; 
and that the balance of earnings which had accrued prior to March 1, 
1913, still on hand amounts to $267,500. 
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On the basis of the assumptions contained in this letter it seems 
that the amount of dividends which your company can now declare and 
pay, before it will be necessary for the stockholders to list them in their 
income tax statement and pay taxes thereon, is $255,000. 


Question 3 


Will you kindly inform me how the following items are to be treated 
in the income tax return for 1916? 


(a) Purchase of shares, as an outside investment, in 1910 
and sold in 1916 at a loss of $1,000. 

(b) Purchase of shares, as an outside investment, in 1915 
and sold in 1916 at a profit of $1,500. 

(c) If (b) likewise resulted in a loss instead of in a 
profit of, say, $1,000. 


Answer 


Under the federal income tax law of October 3, 1913, the profit or loss 
on capital assets was not specifically dealt with, but the treasury depart- 
ment, in rulings, provided that the profit derived from the realiza- 
tion of a capital investment should be included in the income tax return 
and that the loss sustained in a similar transaction could not be used as 
a deduction in an income tax return. To arrive at the profit to be entered, 
the department required that the difference between the original cost and 
the price received should be prorated over the whole period in which the 
investment was held and the proportion thereof applicable to the period 
subsequent to March 1, 1913, be entered in the return. 

The federal income tax law approved September 8, 1916, has modified 
the provisions in this respect very considerably. 

The new law requires the total profit to be included in the return, and 
provides as follows: 


“For the purpose of ascertaining the gain derived from the sale or 
other disposition of property, real, personal or mixed, acquired before 
March first, nineteen hundred and thirteen, the fair market price or value 
of such property as of March first, nineteen hundred and thirteen, shall 
be the basis for determining the amount of such gain derived.” 


It is thus seen that in place of the method formerly in use of pro- 
rating the profit over the period while the investment was in the possession 
of the individual, the individual is now required to ascertain the fair market 
price or value of the investment and the difference between that figure 
and the price received will be the amount to be entered in the income tax 
return. If the investment has been acquired subsequent to March 1, 1913, 
then, of course, the difference between the purchase price and the sale 
_ price is the amount to be entered in the return. 

The new law also provides that certain losses sustained during the 
year may be used as deductions and contains the following provision: 


“|, That for the purpose of ascertaining the loss sustained from 
the sale or other disposition of property, real, personal or mixed, acquired 
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before March first, nineteen hundred and thirteen, the fair market price 
or value of such property as of March first, nineteen hundred and thirteen, 
shall be the basis for determining the amount of such loss sustained.” 


Included among the losses permitted to be deducted are the following: 


“. . , In transactions entered into for profit but not connected with 
his business or trade, the losses actually sustained therein during the year 
to an amount not exceeding the profits arising therefrom.” 


The method used in arriving at the profits is also used, it will be seen, 
in arriving at the losses, the only distinction being that there is a limita- 
tion on the amount of loss to be used as deduction, namely, to the extent 
to which profits from a similar source are included. 


The answers to your three inquiries may therefore be stated as follows: 


(a) To arrive at the losses sustained on the shares sold 
in 1916, the fair market price or value at March 1, 1913, should 
be ascertained, and the difference between that price and the 
price received will constitute the loss on the transaction, and 
it will be entered in the income tax return provided there are 
also included profits of a similar nature to that amount. 

(b) The full amount of $1,500 should be included in the 
income of 1916. 

(c) Had that transaction resulted in a loss, the full 
amount of such loss would be entered as a deduction in the 
year 1916, provided profits from other investments to that 
amount were also disclosed. 


TREASURY RULINGS ON INCOME TAX 
(T. D. 2394, November 14, 1916.) 


Corporation tax—Proper defendant in suit to recover back taxes— 
Decision of court. 
1. to Recover TAXES. 


Suit to recover back taxes collected cannot be maintained against 
the successor of collector to whom the taxes were paid, except in his 
individual capacity. 

2. REMEDY FOR ILLEGAL COLLECTION. 

The remedy either lies in an action against the collector who actually 

received the taxes or in an action against the United States. 


3. Act oF Fepruary 8, 1899. 


The act of February 8, 1899, which provides that no action against 

a United States officer shall abate by reason of the expiration of his 

term, was to enable proceedings pending against public officials in their 

official capacity to be continued when necessary to obtain settlement of 
questions involved. 

The appended decision of the United States district court for the 
southern district of New York, in the case of Duncan I. Roberts vs. 
John Z. Lowe, jr., collector, is published for the information of internal- 
revenue officers and others concerned. 


Untitep States District Court, SoUTHERN District or New York 


Duncan I. Roberts, individually and as a member and as president of the 
United States Express Co., an unincorporated joint-stock association, vs. 
John Z. Lowe, jr., collector of internal revenue of the United States of 
America for the second district of New York. 
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Aucust N. Hann, district judge: This is a demurrer to the complaint 
in an action brought against the defendant, John Z. Lowe, jr., who is 
described as “collector of internal revenue,” to recover corporation excise 
taxes collected from the United States Express Co. by Charles W. 
Anderson, who was at the time collector of internal revenue. The only 
theory of recovery, in my opinion, is against Mr. Lowe individually, and I 
know of no provision of law which would enable him to obtain restitu- 
tion from the government if he were held liable. 


Section 989 of the Revised Statutes, providing that when recovery is 
had against a collector for money exacted by him and by him paid into 
the treasury no execution shall issue against such collector provided the 
court certifies there was probable cause for the act, only in terms is in 
aid of the collector who received and turned over the tax to the treasury 
department. I can see no theory upon which this can be brought against 
the succeeding collector. The remedy either lies in an action against Mr. 
Anderson or in an action against the United States. The latter remedy is 
apparently authorized by the case of United States vs. Emery (237 U.S. 
28). If any authority were needed, the case of Patton vs. Brady, executrix 
(184 U. S., 608), would seem to involve the conclusion that the only 
action which can be brought against any individual is an action of as- 
sumpsit against the collector who actually exacted the tax; and it was held 
in the case of Patton vs. Brady, supra, that such an action could be re- 
vived against the personal representative of the deceased collector. This 
position is wholly inconsistent with the theory that the action is against 
the collector as such. The theory is a recovery for money illegally 
obtained by the collector as an individual, and no subsequent collector can 
be subjected to his liability. 


I do not think that the plaintiff can sue the defendant as successor to 
Collector Anderson under the act of February 8, 1899 (chapter. 121, 30 
Stat. L., 822), which provides that no action or other proceeding lawfully 
commenced against any officer of the United States in his official capacity, 
or in relation to the discharge of his official duties, shall abate by reason 
of the expiration of his term, but in such event the court at any time 
within twelve months thereafter, on motion or supplemental petition 
showing a necessity for the survival thereof to obtain a settlement of 
the questions involved, may allow the same to be maintained against his 
successor in office. This remedial act was to enable pending proceedings 
against public officials in their official capacity to be continued when 
necessary to obtain settlement of the question involved. In this case there 
was no pending action against the former Collector Anderson. This 
action is not necessary to recover the money for the plaintiff has a 
remedy against the United States, as appears from the decision in the 
case of United States vs. Emery, supra, as well as against Anderson, and, 
finally, this cause of action is not in theory against the collector in his 
official capacity. If recovery were had against the present collector, for 
reasons stated in the earlier part of this opinion, I do not see that any 
existing legal machinery exists by which he could obtain restitution from 
the government. Judge McPherson in his opinion in the case of Armour 
vs. Roberts (151 Fed., 846) apparently held that a succeeding collector 
could be sued as such for restitution of sums paid to a former collector, 
but he did not discuss any of the difficulties which I have alluded to in 
reaching such a result, and I can find no sufficient basis for the conclusion 
he reached. He evidently misconceived the nature of the action, which is 
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an action against the collector personally. If this were not so it would ¢ 
not have been held by the supreme court in the case of Patton vs. Brady, i 
executrix (184 U. S., 608), to have survived against the executrix of the 
deceased collector. 

For the foregoing reasons the demurrer should be sustained and the 
complaint dismissed. 


(T. D. 2396, November 1, 1916.) 
Act of September 8, 1916—Statute of limitations. 


Bar REMOVED FROM CERTAIN CLAIMS FOR REFUND. 


Claims can now be made for refund of taxes paid under the act of 
August 5, 1909, act of October 3, 1913, and act of September 8, 1916, if 
the question involves a review of the return. 


Sir: This office is in receipt of your letter of the 26th ultimo, asking 
for a ruling as to whether, under section 14, paragraph A, of the act of 
September 8, 1916, claims for refund which have once been rejected by 
the commissioner because of the statute of limitations in existence at that » 
time may be reopened. The portion of section 14 referred to is in the | 


following words: 


Provided, That upon the examination of any return of income made 
pursuant to this title, the act of August 5, 1909, * * * and the act 
of October 3, 1913, * * * if it shall appear that amounts ot tax have 
been paid in excess of those properly due, the taxpayer shall be per- 
mitted to present a claim for refund thereof notwithstanding the pro- 


visions of section 3228. 


This office is of the opinion that claims can now be made for refund 
under that provision. Claims rejected can also be reopened if the ques- 
tion involves an examination of the return. The power does not extend 
to other claims whose adjustment does not necessitate an examination 


of the return. 
4 (T. D. 2399, November 22, 1916.) 


Certificate of ownership for use of nonresident alien individuals, firms, 
organizations, and fiduciaries, with coupons detached from bonds of 


4 domestic corporations, etc. 


q To collectors of internal revenue: 

Certificate 1004, revised, provided to be furnished with coupons de- I. 

r tached from bonds or other obligations of domestic corporations owned 

4 by nonresident alien individuals. or fiduciaries, is hereby revised to 

include firms and organizations, and a certificate in the following form, 

to be known as form 1004, revised November 22, 1916, is provided for 

§ use of nonresident alien individuals, firms, organizations and fiduciaries, 

for the purpose of declaring ownership of bonds of domestic corpora- 

‘ tions, etc., and to be attached to interest coupons detached from said bonds 
when presenting said coupons for payment: 
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Ownersuip CertiFicatE—NONRESIDENT ALIENS. 
‘ia (To be furnished with coupons detached from bonds or other obliga- 
— tions of domestic corporations, etc., owned by nonresident alien indi- 
oe viduals, firms, organizations and fiduciaries.) 


(Full description of bonds, giving name of issue and interest rate.) 
ere re , 191.. Amount of coupon or registered interest 
(Date of maturity of interest.) 


; I declare that I am a nonresident alien as to the United 
States and that I am the owner of the above-described bonds 
from which were detached the accompanying coupons, or from 
which I am entitled to the above-described registered interest, 
and that all of the information as given in this certificate is 
true and correct. 


"(Usual business signature of 
owner of bon 


owner.) 


..., Agent. 
(Usual business signature 
of agent authorized to 
sign for owner.) 


TREASURY DEPARTMENT, 
INTERNAL REVENUE—INCOME TAX 


(Full post-office address of 
agent.) 


(Signatures must be clearly and legibly written.) 
r 1Nore 1.—To be filled in only when duly authorized agent executes this 
certificate for owner, in which case the name and address of owner 
must be given, and collecting agent first receiving certificate must stamp 
across face “Satisfied as to identity and responsibility of agent” (giving 
name and address of collecting agent). 

Norte 2.—If securities are owned jointly by several persons one 
sign, and the names, addresses and proportions of ownership of on 
be indorsed on the back of hereof. 

Nore 3.—When numbers of bonds are required to be given, same are 
to be entered on back hereof. 


Joint OWNERS 


If securities described on other side are owned jointly, the names and 
addresses of owners and the proportion of ownership of each should be 


given. 


I Names. Full post-office address, Proportion owned. 


Said certificate shall be printed on white paper and shall be in size 8 
by 3% inches and shall be printed to read from left to right along the 
8 inch dimension. 
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The paper upon which the certificate is to be printed shall correspond 
in weight and texture to white writing paper 21 by 32, about 40 pounds 
to the ream of 500 sheets. This certificate will be furnished by the 
government. 


Individuals and organizations desiring to print their own certificates 
may do so, but certificates so printed must conform in size and be printed 
in similar type and upon the same color, shade, and weight of paper as 
used by the government. 


(T. D. 2401, November 29, 1916.) 


Revision of T. D. 2382 of October 19, 1916, and providing certificate to 
disclose identity of owner of stock where the actual owner is a non- 
resident alien individual, firm, or corporation, and the stock is registered 
in the name of a citizen of, or resident alien individual in, the United 
States or a domestic firm or corporation. 


To collectors of internal revenue: 


The intent and purpose of this regulation is to provide only in respect 
of making return for and payment of tax on dividend income accruing 
to nonresident aliens. 


Such dividends on stock of domestic corporations or resident alien 
corporations are held, prima facie, to be income to the record owner of 
the stock and such record owner will be liable for the income tax, normal 
or additional, according to his or its individual or corporate status, unless 
a disclosure of actual ownership is made to the commissioner of internal 
revenue which shall show who the actual owner is and his address, and 
that the record owner is not the actual owner. This showing shall be 
made upon the form herein provided. 

When the record owner of such stock is a nonresident alien corpora- 
tion, etc., not having an office or place of business in the United States, 
the debtor corporation will withhold the normal income tax and pay the 
same to the proper officer of the United States authorized to receive it in 
manner and form provided for withholding and accounting for tax 
withheld. 

In all cases where the actual owner is a nonresident alien individual 
or corporation and the record owner is an individual, firm or corpora- 
tion in the United States, citizen, or resident alien, and the aforesaid 
showing of actual ownership is made, the record owner will be held, for 
income-tax purposes, to have the receipt, custody, control and disposal 
of the dividend income and will be required to make return for the 
actual owner and pay the tax found by such return to be due. Where 
the actual owner is a nonresident alien corporation return will be made 
regardless of the amount of dividend and the normal income tax will be 
paid; and when the actual owner is a nonresident alien individual a 
return shall be made whenever the amount of dividend is $3,000 or over; 
and when the net amount thereof exceeds $20,000 said custodian shall 
also pay the additional-tax on such income. The return for nonresident 
alien corporations shall be made on income-tax form 1031 (1030 for in- 
surance companies), and return for nonresident alien individuals shall 
be made on income-tax form 1040. 

When it shall appear from the disclosure herein provided for that the 
actual owner is a nonresident alien partnership all certificates making such 
disclosure shall be transmitted to the collector for the information of the 
commissioner of internal revenue, but no return will be made for such 
partnership and no amount will be retained from such income by the 
representative of such partnership in the United States unless and until 
said representative shall be so instructed by the commissioner of internal 
revenue. 
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The term “corporations” as used above covers corporations, joint- 
stock companies or associations, and insurance companies. The term 
nonresident alien corporations” covers all corporations, joint-stock com- 
panies or associations, and insurance companies organized, authorized, or 
existing under the laws of a foreign country and having no office or 
place of business in the United States; the term “resident alien corpora- 
tions,” such foreign organizations as have an office or place of business 
in the United States. 


The certificate for disclosing actual ownership, as herein contemplated, 
shall be in the following form: 


Form 1087 {| QwnersHip CEeRTIFICATE—DISCLOSING ACTUAL OWNER 


Revised. 

Nov. 29, 

1916 (For use of foreign principal—individual, firm, or organization—to be 
cveinistiienetill filed with representative in the United States of such foreign prin- 


cipal to disclose actual ownership of stock of domestic corporation.) 


(Name of record owner.) (Full post-office address of 
record owner.) 
of issuing corporation.) ‘(Address of issuing corporation.) 
Number of shares of stock owned.......... Class of stock 
(common, preferred, 


I (we) hereby declare that I am (we are) the actual owner 
of the above-described stock, or that the record owner of said 
stock holds it for my (our) account, and the actual owner is 


(Address.) 
that I am (we are), or the actual owner is (are), nonresident 


stock is correctly listed above, and that said record owner is 
the representative in the United States of the undersigned with 
respect to said stock, and that all the information given herein 
is true and correct. 


TREASURY DEPARTMENT, 
INTERNAL REVENUE—INCOME TAX. 


(Signature of actual owner, or, 
if organization, name for 
which record owner acts.) 


(If organization, signature of 
official authorized to sign and 

official position.) 


The foregoing certificate is to be filed with the record owner by the 
person, firm, or corporation, etc., for whom and in whose behalf the record 
owner acts. A certificate once filed disclosing the actual owner will be 
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held to answer for all the requirements under this regulation until owner- 
ship shall change, when it will be necessary to disclose the actual owner 
as in the first instance. All such certificates filed with the record owner 
shall, by him or it, be forwarded with the return of income which he or 
it shall make for the person or corporation for whom or for which said 
record owner acts. 

Said certificate shall be printed on buff-colored paper, corresponding 
in weight and texture to white writing paper 21 by 32, about 40 pounds to 
the ream of 500 sheets. The size of said certificates shall be 8 by 3% 
inches and shall be printed to read from left to right along the 8-inch 
dimension. 

Individuals or organizations desiring to print their own certificates 
may do so, but certificates so printed must conform in size and be printed 
in similar type and upon the same color, shade and weight of paper as 
used by the government. 

All treasury decisions in conflict herewith are hereby superseded and 


repealed. 
(T. D. 2402, November 29, 1916.) 


Amending T. D. 2313 of March 21, 1916, as to payment of income tax for 
nonresident aliens, so as to relieve their agents or representatives in 
the United States from the duty of paying tax for said nonresident 
aliens in certain cases. 


To collectors of internal revenue: 

Income derived by nonresident aliens from interest on bonds and divi- 
dends on stock of domestic corporations is subject to the federal income 
tax, normal or additional, or both, as the case may be, “and said tax shall 
be paid by the owner of such income, or the proper representative having 
the receipt, custody, control, or disposal of the same.” 

In all cases the proper representative in the United States of a non- 
resident alien, with respect to such income, shall make return for such 
nonresident alien of all such income coming into his custody or control 
and pay the tax thereon as provided by T. D. 2109 of December 28, 1914, 
and T. D. 2313 of March 21, 1916; provided, however, where all income 
shall have been paid over by the representative to his principal on or 
before September 8, 1916, or where the stockholder of record shall not, 
between September 8 and December 31, 1916, be in receipt of or have in 
his custody or control income the property of his said principal, such 
representative will be relieved from paying said tax, leaving the same a 
charge against the nonresident alien and to be collected from him by any 
means at the disposal of the commissioner of internal revenue; but where 
such representative shall have in his custody or control subsequent to 
September 8, 1916, income of such nonresident alien, said representative 
shall pay the total tax due upon the income of such nonresident alien so 
in his custody and control for the entire year 1916 and subsequent years. 

When the actual owner is a nonresident alien individual, a return shall 
be made whenever the net amount of income is $3,000 or over, and the 
custodian of the income shall pay the tax found by such return to be 
due. The return for nonresident alien corporations shall be made on 
income-tax form 1031 (form 1030 for insurance companies), and returns 
for nonresident alien individuals shall be made on income-tax form 1040. 

T. D. 2313 of March 21, 1916, is hereby amended accordingly. 


(T. D. 2407, December 4, 1916.) 


Corporations and other organizations exempt from federal income tax 
on their incomes under section 11 of part 2 of the act of September 8, 
1916, are not relieved from the withholding requirements of the law 
as set forth in section 9 of that act. 
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To collectors of internal revenue and internal-revenue agents: 

Attention is invited to the language of paragraph G, act of October 3, 
1913, and section 11, act of September 8, 1916, with regard to the 
exemption of certain corporations and organizations and their income 
from the income tax. 

Under paragraph G of the act of October 3, 1913, the language was 
“provided, however, that nothing in this section shall apply to —————” 
[naming nine different classes of corporations or organizations]. Under 
this language it was held that the corporations or organizations included 
within the language of this proviso were not affected by any of the pro- 
visions of the statute, and that not only was their income exempt from 
tax but the corporations or organizations were also themselves exempt 
from the withholding requirements of the law. 

Section 11, act of September 8, 1916, provides “(a) that there shall 
not be taxed under this title any income received by any ” [and 
then 14 different classes of corporations or organizations are named]. 
It is held under this language that the statute relieves from tax the 
income of the corporations or organizations named in paragraph (a) of 
section 11, but that the said corporations or organizations are required to 
answer under all the other provisions of the statute as to withholding and 
making returns of tax withheld. 

You are instructed to disseminate this information as rapidly and as 
extensively as possible, to the end that all corporations or organizations 
which were relieved from the withholding and accounting provisions of 
the act of October 3, 1913, may be advised of their duty to withhold and 
account under the act of September 8, 1916. 


Herbert I. Brooke, C.P.A., announces the opening of offices at 11 South 
La Salle street, Chicago, Illinois. 


Dana F. Stark & Company, C.P.A., announce the opening of offices in 
the Marsh-Strong building, Los Angeles, California. 


O. A. Grundmann, C.P.A., announces the opening of an office at 31 
Nassau street, New York. 


Nathan Sandler, C.P.A., announces the removal of his offices to the 
Fifth Avenue building, 200 Fifth avenue, New York. 
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Epitep sy S—EyMour Watton, C.P.A 
Practica, Hints 


An extended experience with young men, some of whom may be called 
young only by courtesy, has led me to believe that there are some very 
simple facts in regard to figures that are almost totally unknown. Many 
a of these facts, if fully grasped and used in practical work, will save valu- 
1 able time and will insure greater accuracy than is usual except among 
. those especially gifted with mathematical minds. Speed and accuracy are 

very valuable qualities in any office work: they are especially valuable to 


- those sitting in a C.P.A. examination in which, as is too often the case, " 
| an absurdly short time is given for the solution of practical accounting 

problems. 

f Many of the points on which I propose to touch will no doubt be 

} familiar to numbers of the readers of this department. I would r 


not refer to them if I had not found that a large majority of office men, 
even those who have had more than a score of years of experience, are 
familiar with very few of them. 


) It may be objected that in many cases it is easier to make a calculation 

| in a long way than to try to remember a short method. It will be found 

that the practice of looking always for some relation between two numbers 

will become instinctive and will make recognition of the relation almost 
an act of subconscious mentality. It will be as natural to think of % as 
being % plus % of % as it is to think of half-a-dozen as six. 


\ It probably arises from the fact that few men have trained their mem- 
ories to be retentive that hundreds of business men cannot state instantly 
wy how many days there are in any particular month, or which months are 
} six months apart. Those who figure interest frequently or who handle 
i many bond coupons learn these things, but the majority of men do not. 
In a C.P.A. examination given a few years ago, the coupons on a certain 
- bond were made to mature in June and November. Only recently a 
schedule of some public meetings was published in which it was stated 
{ 


that one of them would be held on February 29, 1917. A business man 
should know such things intuitively, and if he does not know them he 
a) should drill himself on them as thoroughly as children in school are drilled 
fi in the multiplication table. 


FAcTorING 


Almost everyone knows the factors that can be used in ordinary cases 
and will divide by 8 instead of multiplying by .12%. Not so many will 
recognize 1% as the equivalent of 1.25, and still divide by 8, sliding the 
decimal point one place to the right. It is easy to remember the equiva- 
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lent of percentage where the numerator of the equivalent fraction is 1, 
such as .625 being equal to 1-16, but it is a little more difficult to know 
at a glance that 7-16 is the equivalent of 4334%. 

Except to those who are constantly using percentage or other fractions 
the splitting of a fraction whose numerator is greater than one into its 
constituent factors, so as to simplify a calculation, is not generally known. 
In the case of 7-16 it is much easier to take half of the principal and to 
deduct from that half % of itself, than it is to multiply by 7 and divide 
by 16. It has the further advantage of allowing of easy proof by finding 9-16 
from the same figures, which added to the amount obtained for 7-16 should, 
of course, equal the original principal. Thus, if it is required to find 7-16 
of 57984: 


1-16, that is 1-8 of 8-16............ 3624 
7-16 by subtraction .............. 25,368 


All such calculations should be proved, when it is possible to do so, 
especially when it can be done in such an easy manner. 

A further extension of this method will save much time where it is 
necessary to divide an amount into irregular shares, such for instance as 
20, 18, 15, 11 and 5 as numerators with 69 as the denominator. To 
divide by 69 and multiply by each of the figures representing the partition 
will take some time. By finding the first amount of 20-69, the others are 
easily found. If the amount to be divided is $54,136.71, we find 20-69 
to be $15,691.80. Eighteen is readily seen to be 9-10 of 20, therefore 
deducting 1,569.18 will give $14,122.62 as the share of the second party. 
It is not necessary to put $1,569.18 under $15,691.80 and make the deduc- 
tion on paper. It will give the same result if the right hand digit that is 
not a zero is subtracted from 10, the next digit from the first one, the third 
from the second and so on, thus 8 from 10 is 2, with one to carry; 2 
from 8 is 6 and so on until the extreme left is reached, when zero is 
deducted, unless 1 has been carried. In the example given the left hand 
1 is deducted from 5 to make 4, the zero. is deducted from 1, making the 
amount $14,132.62. 

The next figure, 15, is 34 of 20, therefore we divide 15,691.80 by 2 to 
get % or 7,845.90, then divide this by 2 to get % or 3,922.95. The sum 
of these is 11,768.85. The next figure, 11, is % and 1-10 of %. We 
already have ™%, 7,845.90. It is not necessary to set the figures down and 
add them, as they can be added as one amount by adding each figure 
to the one at its left, thus, 0+9=9, 94+5=14; carrying 1+5+4=10; setting 
down the last digit each time we have $8,630.49. The last figure is % of 
20, which we have already found to be $3,922.95. 


. 
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A somewhat similar process to factoring in multiplication or division 
is the reduction of one of the terms to a single digit by dividing the 
multiplier and multiplying the multiplicand by the same number. Thus 
16 times 350 is the same as 8 times 700, which is at once seen to be 5,600 
by mental arithmetic. To find 14 times 525 either take seven times 1,050, 
or take 14 times 500 as 7,000 and 14 times 25 as % of 1,400, or 350, a total 
of 7,350. A great many such combinations can be made which will give 
the result without putting any figures down for the process at all. 

Proor Ficures 

There are two systems of proof figures to prove the accuracy of 
mathematical calculations. One is based on the casting out of 9 and the 
other on the casting out of 11. Many bookkeepers use one or the other 
system to prove all their work. Either system is used in this way, the 
figure at the right of each amount being the excess over the nines or 
elevens in the amount, that is, the remainder after dividing by 9 or by 11. 


365,592 3 365,592 7 
286,548 6 286,548 9 
64,320 6 64,320 3 
94,094 8 Total 23=5 94,094 0 Total 19=8 
810,554 5§ 810,554 8 


To cast out 9 drop every figure or combination of figures that amounts 
to 9. As ciphers do not count, drop them also. Thus 3 and 6 are 9, drop 
them; 5 and 5 are 10 or 1, add 2 to get 3, the intermediate 9 being dropped. 

To cast out 11, begin with the first figure at the right and add to it 
the third, fifth and so on. Take the excess of the sum over 11’s; then 
add the second, fourth, sixth, etc., figures and find the excess over 11’s. 
Subtract this excess from the first excess and the result will be the check 
number. If the first excess is smaller than the second, add 11 to it before 
subtracting. Thus, 2+5+6—13, an excess of 2. Then 9+5+3=—17, an 
excess of 6. Adding 11 to the 2 and subtracting 6 gives 7 as the check 
number. 

The total of the individual check numbers being the same as the check 
number of the total proves that the addition is correct, unless there is an 
error of 9 in one example or of 11 in the other, or their multiples. 

Subtraction is proved by deducting the check figure of the subtrahend 
from the check figure of the minuend to make the check figure of the 
remainder. 

Multiplication is proved by multiplying the check figure of the multi- 
plicand by that of the multiplier. The excess over 9 or 11 in the result 
should be the check figure of the product. 

To prove division by casting out 9’s or 11’s, first find the excess of 
9’s or 11’s in the dividend, divisor, quotient and remainder; then multiply 
together the excesses in the divisor and quotient and find the excess of 
9’s or 11’s of the product; then to this excess add the excess of the 
remainder and find the excess in this sum. Ii this is equal to the excess 
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in the dividend the work is correct, as far as this method can prove it. 
For example, divide 547,825 by 2,789. 


Dividend 547,825 Excess of 9s 4 Excess of 11’s 3 
Divisor 2,789 “ « « g “ “ @ 6 
Quotient 196 “ @ “ “ 


Then 8X7=56+2=58, an excess over 9’s of 4, the check figure of the 
dividend. And 6X9=54+4=—58, an excess over 11’s of 3, the check figure 
of the dividend. 


In practice, it is questionable whether it is worth while to take - 


the time to calculate and insert on the books a check figure for every 
entry made. The check figures have to be very small and must be so 
placed that there is no danger of their being included in the figures 
belonging in the accounts. If a bookkeeper is at all careful in his work, 
it is probable that he will lose less time hunting for one error in his 
trial balance if he has no check figures than would be consumed in using 
them. 

In some cases, however, it is well to know how to use either 
of these check systems. Some persons who are very rapid and accu- 
rate in addition find it very difficult to multiply or divide with either 
accuracy or dispatch. To such persons it is often a help to know, 
not only that if either multiplier or multiplicand is divisible by 9, 
the produce must also be divisible by 9, but also that the same rule 
applies equally to 3, and that 3’s can be cast out in the same way that 
9s may be. Further, if both multiplier and multiplicand are divisible by 
3, although neither may be divisible by nine, the product will nevertheless 
be divisible by 9. In making a calculation which is to be the basis of a 
number of subsequent figures, a slight mistake in the original calculation 
will be disastrous, as it will vitiate all subsequent work. It is well, 
therefore, to prove the original calculation by some such test as has been 
described. 

In practical bookkeeping, if a person habitually has trouble with his 
trial balance, it is better to adopt a system of “reverse posting” than to 
give the time necessary to prove the work by check figures. In using the 
reverse posting method, sheets are provided with a number of debit and 
credit columns similar to a trial balance book. Each set of columns is 
headed with the page numbers of a section of the ledger, as 1—99, 101—199 
and so on. When the bookkeeper has posted an item to the debit of an 
account, say on page 326, he should also post it to the debit of the column 
on his sheet headed 301-399. By blocking out the columns so as to have 
space for entries from each of the books of original entry in a separate 
place, the total debits and credits from each book can be compared with 
the totals in the books themselves and the accuracy of the work proved, 
or an error located as to the book in which it occurred, or in the columns 
on the sheet corresponding to that book. At the end of the month, the 
totals of the debit and credit balances of the trial balance at the end of 
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the previous month for pages 1 to 99 are set down and the totals of the 
debits and credits for those pages on the reverse posting sheet are added 
to them. The net debit or credit difference between these totals should 
be the net difference between the debit and credit balances for those 
pages on the trial balance at the end of the month. In this way all the 
sections of the ledgers are tested. Those that prove out are checked as 
right and the hunt for the error in the trial balance is confined to the 
sections that do not prove. If an account has been transferred on the 
ledger from a page in one section to a page in another, allowance must 
be made on the proof work by adding and deducting the amounts trans- 
ferred after the various columns have been balanced with the books of 
original entry. If included with the original work, they will increase the 
totals beyond those shown by the book of original entry, unless the 
transfer is made on and posted from the journal. 


ARRANGING WorK 


A great deal of time can be saved, especially in a C.P.A. examination, 
by a systematic arrangement of the work. If a long trial balance is given, 
followed by many notes as to inventories and adjustments, there is always 
a risk that some of the latter may be overlooked in preparing the financial 
statements. It is easy to obviate the danger of being obliged to do the 
work all over again, by placing on the trial balance itself a memorandum 
of each adjustment on the same line as the item affected. For instance, 
on the line of raw material is placed “Inv. 26,328,” and on the line of 
interest “Pd. in adv. 165.25.” When all the adjustments are thus noted 
on the trial balance, there is no danger that any will be overlooked. In 
making a revenue statement all the data for each item are together, and 
in preparing a balance sheet all the deferred items, additions to reserves, 
etc., are where they can easily be picked up. The time it takes to make 
the notes on the trial balance is more than saved when the financial state- 
ments are being made, to say nothing of the advantage of being sure that 
everything is included. 

If required to prepare a revenue statement and balance sheet, much 
time can be saved if two sheets are prepared with the general headings 
spaced as far apart as is judged necessary, one for the revenue statement 
and the other for the balance sheet. Then, by beginning at the top of 
the trial balance, each item can be disposed of at once, by entering it in 
its appropriate place in either statement or in both—as in the case of 
insurance, which contains both an expense and a deferred charge of 
unexpired insurance, the latter being one of the notes made on the trial 
balance. At the end of the trial balance it is certain that every item has 
been taken into account and the resultant statements must balance if no 
clerical error has been made. The time saved in this way in an exami- 
nation may be very important. 


SUBTRACTION BY ADDITION 


If it is desired to strike a balance in an account, many persons will 
add up each side and subtract the smaller footing from the larger. Some 
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who consider themselves good bookkeepers will even write the two 
amounts out again on another part of the page, so as to get the smaller 
immediately under the larger, never having learned to subtract or add 
horizontally. The proper way to ascertain and insert the balance is to 
add the smaller column and to insert the proper figure in each place to 
make the total of the larger column. As an illustration the following 
figures will make the method clear: 


Debits 1,846.22 Credits 126.13 
2,913.68 248.71 
4,327.12 1,635.48 

2,319.11 
9,087 .02 


To find the balance and insert it at the same time, the larger side is 
added up. Then the other side is added and the complementary figure 
inserted necessary to make the total of the other side, thus: 3+1+8+1=—13. 
As it takes 9 to make 22, the 9 is inserted in the cent column, and 2 is 
carried. Then 2+1+7+4+1=15. To make 20, 5 is inserted and 2 car- 
ried. In the same way the next column is added to 30 and a 7 inserted 
and 3 carried. The next adds 13 and 5 is inserted. The next adds 13 
and 7 is inserted. The last column requires a 4 and the whole balance 
is found to be 4,757.59. 

It often happens that columns of figures are given in which are included 
both positive and negative values, that is plus and minus figures. It may 
be that a comparison is being made between the figures of two years to 
show increase or decrease of certain items. If written with a pen, the 
minus quantities may be inserted in red. In a printed newspaper or book 
they are indicated by italics or by being marked with a star. In adding 
such a column to reach the net amount, it is an evidence of poor work 
to add the positive and the negative items separately and to deduct one 
from the other. They should be added continuously, the negative digit being 
in each case added negatively, that is subtracted. Thus in adding the 
third column of the following table, proceed as shown below. 


Account 1915 1916 Increase or Decrease 
Material used 12,638.13 14,228.64 1,590.51 
Direct labor 16,469.42 19,672.18 3,202.76 
Indirect labor 5,827.59 4,713.92 1,113.67 
Other mfg. expense 7,962.28 8,242.37 280.69 

42,897 .42 46,857.11 3,959.69 


Beginning with the cents column, 1+6=7—7=0+9=9, Then 5+7= 
12—6—6. Then 2—3= —1, borrow 10=9. To represent the borrowed 10 
carry forward —1+9=—8—1=7+8—15. Carry 
Then 1+3—4—1=3. In practice, items of the same value plus and minus 
are offset at once. In the cents column of the example a glance shows 
that +1 and +46 offset —7, and the 9 can be put down at once. 
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TABULATING MULTIPLES OF A DIVvISOR 


When there are a number of amounts each of which is to be divided 
by an amount containing several figures, it saves time and ensures accu- 
racy to make a table of the multiples of the divisor, doing away with the 
necessity of multiplying it each time and also showing at a glance how 
many times the divisor goes into each successive amount, which is some- 
times doubtful when the amount is near the dividing line between the figures. 
This table is made by adding the divisor to the previous multiple to get 
the next, not by multiplying each time. Of course, the addition is nade 
on the table itself by adding the top line to the last one in turn, aot by 
putting the figures down somewhere else and adding them there. Practice 
in adding from one place on a page to another is important. The table 
is carried out to ten multiples in order to prove the work, as the tenth 
line must be the same as the first with one cipher added. This is proof 
only in case the multiples are built up by addition. 


As an example of such a table suppose the divisor to be 683.947: 


683,947 
1,367,894 
2,051,841 
2,735,788 
3,419,735 
4,103,682 
4,787,629 
5,471,576 
6,155,523 
10 6,839,470 


Ww 


In case one of the amounts, as brought down, should appear to be 
4,787,536, the table will show that the divisor does not go into it 7 times 
as would appear to be the case at first glance. The use of the table will 
save the time involved in testing the multiple by 7, as well as all the 
terms involved in making multiplications by the right amounts. 


REPETENDS 


In dividing a number that ends in several ciphers, if a remainder is 
reached that is the same as a previous remainder appearing after there 
are no figures but ciphers to be brought down, there is no need to con- 
tinue the division, since all the subsequent figures in the quotient will be 
the same as those that already appear there since the bringing down of 
the previous similar remainder. Thus if 500,000,000 is divided by 26, the 
first remainder is 24. Continuing the division, the first seven figures of 
the quotient are 1,923,076. At this point there is again a remainder of 
24, therefore the rest of the quotient will be 923,076 repeated as many 
times as it is desired to carry the answer. This repeating amount is 
called a repetend. A simpler example is the division of $200,000.00 by 11, 
the quotient being $18,181.81 and so on. 
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Copy1InGc Ficures 


When a fair copy is made from the rough notes of the original work, 
or when a copy of any tables of figures is made on the typewriter, all 
columns of figures on the copy capable of being added should be added. 
In an accountant’s office the person who proves the addition should initial 
the carbon duplicate. Calling back the figures is not sufficient. There is 
too much danger of carelessness in reading or listening to the figures, since 
the work of calling back is monotonous and is apt to become perfunctory. 
Reversals of figures are especially likely to slip through without correction. 
When the calculation is multiplication or division, it is sufficient to see 
that the result is the same amount as afterwards appears in other tables. 


MATCHING RESULTS 


One point in which many students are weak is in seeing that the results 
of two statements match. It is not an uncommon thing to have an 
answer turned in which shows one amount as the profit or loss in a 
revenue statement and an entirely different amount as the increase or 
decrease in the surplus. Sometimes this may be explained by some item 
that has been credited or debited direct to surplus account, but is often a 
pure mistake. It does not seem to some persons necessary to compare 
results in order to prove statements. As an example, a realization and 
liquidation account once showed a loss on realization of over $42,000, but 
the surplus in the balance sheet when the business was turned back to the 
owners was $470 greater than when the trustees took charge. 


DEBENTURE STOCK 
Editor, Students’ Department: 


Sir: Would you clearly define the difference between debenture stock 
and mortgage bonds? 
Yours truly, 


NT. 
Montreal, Canada. 


John Moody in his Analysis of Railroad Investments says: “Stocks 
are not nearly so heterogeneous as bond issues. Besides the ordinary 
stock and the two classes of common and preferred, there are compara- 
tively few issues which do not come under these headings. Among these 
few may be mentioned debenture stock, a special kind of issue popular on 
some Canadian roads and also on the Chicago Great Western Railway. 
A debenture stock is generally regarded as being in the same category as 
a highgrade preferred issue, with usually some kind of special feature to 
add to its security. As a matter of fact, however, its position and the 
earnings of the company are the proper measures of its value, and not 
its ‘debenture’ feature. The Chicago Great Western Railway debentures 
are guaranteed to pay 4 per cent. interest, the guarantor being the road 
itself. But this guaranty is not a more binding obligation than would 
be a cumulative clause in a preferred stock, and if the latter had prefer- 
ence to its assets, its legal position would be in every way as secure.” 
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The Canadian Pacific Railroad has an issue called consolidated 
debenture stock. 

In Great Britain a debenture stock (or bond) is generally secured by 
real estate mortgage, but not necessarily so. By general custom the 
debentures in that country, both bonds and stock, rank before the pre- 
ferred and ordinary stock. The chief difference between a debenture bond 
and debenture stock is that the former is for a fixed amount, while the 
latter may be divided by a transfer of any portion. Again a bond is 
negotiable, being transferable by delivery, and has interest coupons attached, 
while the stock is registered in the name of the owner and is transferable 
only on the books of the company, the interest being payable to the holder 
of record. 


RETURNED CONSIGNED SALES 


Editor, Students’ Department: 

Sir: I would appreciate very much your opinion as to the proper 
entry to be made in the following case: 

J. Brown, a broker, sells for our account a bill of goods amounting to 
$46 to A. Smith. His commission on the transaction is $9. On arrival, 
however, the goods are refused by Smith and are put in storage. 

Later J. Brown, the broker, disposes of the goods to a third party 
H. Cohen, for $43 plus the freight of $1.69, which amount has been paid 
by the broker together with $1.51 expense of cartage and storage. The 
expense of $1.51 must be paid by us. 

What would be your suggestion as to the entry to be made? 

Very truly yours, 
W. A. Browne. 


I do not know what entries should be made, because I do not know 
what your contract with the broker is. In any event the entries covering 
the sale to Smith should be reversed. If your contract requires the broker 
to sell at a fixed price of $46.00, the loss of $4 and the expense of $1.51 
must come out of his commission as a penalty for his mistake in making a 
sale that did not stick. If the broker is to sell for whatever he can get, 
the sale at $42 would have to be treated as an original sale and 
entries made accordingly, but the broker should pay the $1.51 if it was 
an extra expense caused by the failure of the first sale. 

Of course, if Smith’s refusal to accept the goods was caused by any 
fault of yours, you must stand all the loss and the expense yourself. 

If your contract with the broker is not explicit enough to cover this 
contingency and others that may arise, you had better amend it at once. 


OVERHEAD APPLICABLE TO WoRK IN PROCESS 


Editor, Students’ Department: 

Sir: I am puzzled to find out how to arrive at a cost of some one 
article. If I take the actual material, direct labor and percentage of over- 
head for a certain period on the manufacture of drills (electric motor 
drills) and divide that total by the number of drills manufactured during 
the period, it should give me the cost per drill (manufacturing cost). 
However, at the close of that period I have on hand a quantity of goods 
in process which should be charged with a certain amount of overhead 
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expense. I have already absorbed all the overhead, labor and material 
for the period in the finished goods. How am I to get at a price of the 
unfinished goods? Must I take each piece at its stage of manufacture 
and charge an overhead at the percentage of direct labor or can I get at 


it as a whole? 
Yours truly, 
T. J. A. 

This question was referred to F. J. Knoeppel and the following is his 
answer : 

In actual manufacturing operations the work is usually routed through 
the factory in batches. While the factory may produce 1,000 dozen drills 
during a period, the work is usually sent through in lots of, let us say, 
one dozen. 

Separate account is kept of each lot, and each lot moves as a unit 
from one operation to the following operation. Labor and material are 
recorded for each batch. At the close of a period, before distributing 
the overhead, the direct labor cost recorded for each batch is listed on 
a summary sheet. 

This summary sheet should show the direct labor cost for each batch, 
listed either as: 

Completed during current period, or 
Uncompleted at close of present period. 

The batch records, of course, show the total direct labor cost to date, 
and this value may include direct labor incurred prior to the current 
period. The amount recorded as spent prior to the current period is 
placed in a separate column, and this value deducted from the total direct 
labor cost, for each batch will give, in a third column, the cost of direct 
labor spent during the current period. 

- The sum total of direct labor spent during the current period both 
for completed and uncompleted work is divided into the overhead cost for 
the current period, which gives you a percentage rate. 

This direct labor cost in the third column (for the current period) 
for each batch is multiplied by the percentage rate, which properly appor- 
tions the overhead to the various batches. 

The amounts of current overhead found for each batch are then 
entered on the individual batch records. 

By sorting the batch records as to: 

Completed during current period, and 

Uncompleted at close of current period 
you can obtain the total cost of the drills finished during the period and 
also the actual cost of all uncompleted drills. 

The batch records would usually show the number of dozens of drills 
finished, so that you obtain the total number finished during a period and 


the average cost per dozen. 
You cannot secure an actual cost per drill in any other way without 
considering both the opening and closing inventories of goods in process. 
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The inventories must show the total cost covering direct labor, material 
and overhead at any stage of manufacture. You need not, however, worry 
about the overhead as a special item. You can open an account with “drill 
cost,” charging it with the opening inventory of work in process, labor, 
material and overhead expenses, for the current period, and crediting it 
with the closing inventory work in process. The balance equals the total 
manufacturing cost of all drills finished during the period. 

When following the plan of keeping cost by batches an inventory of 
work in process is automatically obtained, represented by the uncompleted 
batch records at any time. In this way the cost keeping provides a per- 
petual inventory of unfinished work. 


SUPPLEMENTARY OVERHEAD 


Editor, Students’ Department: 

Str: How would you subdivide the supplementary overhead, comprising 
“general office expense, administration and selling expense,” of a manu- 
facturing concern composed of a machine shop, welding shop, pattern 
shop, electrical shop and service station—doing a business of making and 
repairing anything mechanical and electrical; installing of transmission, 
power and lighting units in factories and manufacturing plants within a 
radius of one hundred and fifty miles; also doing a retail business in 
electrical and mill supplies? 

The accounts are classified as follows: 


Machine shop Electrical shop 

Welding shop Service station 

Pattern shop Construction work 
Retail sales 


A reply will be greatly appreciated, and you may benefit some other 
student by printing the above question and its answer. 
Yours very truly, 
C. Epwarp THOMPSON. 


The following answer is also by Mr. Knoeppel: 


From your letter I assume that by supplementary overhead you refer 
to all expenses not directly concerned with factory operations and use 
the term supplementary to distinguish general overhead from factory 
overhead. 

The term supplementary overhead is usually meant to refer to such 
factory overhead as has not been absorbed into the detailed costs during 
a given period and represents an amount which must be further distributed 
on the original basis. A supplementary overhead is the balance remaining 
after “standard or average rates” have been applied and really reveals 
the variation between actual and estimated overhead. 

General office expense, administration and selling expenses have, as a 
rule, no relation to manufacturing cost. If general office and administra- 
tive expenses contain elements which properly relate to the controlling, 
managing and accounting of manufacturing operations, such cost should 
be cast out of general office and administrative expense, as it is properly 
a factory overhead cost and should be charged to the various departments. 
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The basis for the distribution of such costs depends upon the demand 
which each department normally makes upon the various factors com- 
prising such cost. This is always a somewhat arbitrary method, but if 
conscientiously followed is far more equitable than distribution on the 
basis of labor, material, total or any other cost data. A schedule is 
usually set up, from data secured through personal investigation, as a 
fixed monthly charge against the various departments, the total being 
credited to administrative expense. For instance, tie salary of the factory 
manager may be divided to the departments according to the time which 
he feels he is devoting to each department. In this way every element 
must be investigated and divided. 

The remaining general, administrative and selling expense has nothing 
to do with factory operations and usually is omitted from cost calculations. 
I assume, however, that you wish to inquire as to how such expenses can 
be properly charged against the gross profits earned by each department 
or branch of the business. 

The administrative expense can with fair accuracy be divided upon the 
basis of number of units sold, although there is no hard or fast rule. 

The selling expense could be analyzed by product, so far as it is 
possible to make such an analysis and the balance pro-rated upon the 
basis of the analyzed elements. No set rule can be given. 

To sum up, it will be apparent that all expenses that cannot be located 
as being incurred in the factory departments proper must be looked upon 
as a cost to be treated in the most equitable manner that can be found; 
and this constitutes the only principle that can be given, without going 
into a detailed consideration of those factors which usually influence the 
various elements comprising such expenses. 


PROBLEM 


The A company issues $500,000 in bonds maturing as follows: 
$50,000 in one year; 
75,000 in two years; 
100,000 in three years; 
150,000 in four years; 
125,000 in five years. 
These bonds were issued at 90. State the amount of discount 
to be written off annually, using the bonds-outstanding method. 


SOLUTION 

Excerpt from Dickinson’s Accounting Practice and Procedure: 

There are various methods in use for determining the proper interest 
charge to be made to income account under the varying conditions that 
arise. 

The first and most correct method, which may be called the effective 
interest method, consists in charging to income account the effective 
interest rate calculated from the known conditions of issue upon the whole 
amount outstanding during the year. 
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The second and more common method, which may be called the equal 
instalment method, is to ignore altogether the effective interest rate; to 
charge to income account each year the interest actually paid, together 
with a proportionate part, according to the whole term of issue, of the 
discount on issue or premium on redemption. 

A third method, which may be called the bonds outstanding method, 
which may safely be adopted where by reason of complication in the 
terms of issue and redemption, it is difficult or impracticable to determine 
the true interest rate, is to distribute the discount or premium over the 
period in the proportion that the bonds outstanding for each year bear 
to the sum of the bonds outstanding for all years of the currency of the 
loan. 

When a large accumulated surplus is available, the practice is fre- 
quently adopted of charging the whole discount on issue to profit and 
loss account. A great objection to this practice is that thereby the true 
rate of interest paid on loans during their currency is entirely lost sight 
of; current fixed charges against earnings are understated; and the por- 
tion representing the discount is charged against surplus arising out of 
previous operations, instead of against income from current operations 
which should meet it. 

The charge to income account on the bonds outstanding method is 
so close to that given by the effective interest method that for all prac- 
tical purposes it may safely be adopted. 


Table showing bonds outstanding each year and proportion 
of bonds outstanding each year to total 


Year— Bonds outstanding Fraction of total 
First 500,000 20 
Second 450,000 18 
Third 375,000 15 
Fourth 275,000 11 
Fifth 125,000 5 

1,725,000 69 


Table showing annual reduction of discount 
Total discount $50,000 


Year Fraction Amount 
First 20/69 14,492.75 
Second 18/69 13,043.48 
Third 15/69 10,869.57 
Fourth 11/69 7,971.01 
Fifth 5/69 3,623.19 
Total 69/69 50,000.00 
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Correspondence 
Capital Stock Premiums 
Editor, The Journal of Accountancy: 


Sir: In the June, 1916, issue of THE JouRNAL oF AccoUNTANCY Seymour 
Walton, in answer to a correspondent, under the heading of Stock with no 
Par Value, states with respect to a premium received on sale of capital 
stock above par value that it should be considered as surplus. 


Referring to another authority on accounts, Paul-Joseph Esquerré in 
Applied Theory of Accounts gives a quite contrary ruling that “premiums 
realized on capital stock are neither income nor profits” but that they are, 
in fact, a “capital stock liability.” In support of his contention Esquerré 
quotes a ruling of the interstate commerce commission that all public 
service corporations which come under its jurisdiction must consider such 
premiums as a permanent liability “unless extinguished by discounts suf- 
fered on subsequent sales of stock, or by retiring stock.” 

In Dicksee’s Auditing, edited by Robert H. Montgomery, it is stated 
that “premiums received on the issue of shares should preferably be 
credited to a special premiums account or capital surplus.” 


Henry Rand Hatfield in his work Modern Accounting states that the 
only alternative to crediting capital stock premium to some permanent 
reserve account would be to credit profit and loss, “a procedure which is 
positively prohibited by German law, permissible under English law, but 
in any case condemned by business prudence in all countries.” 


Reviewing the foregoing opinions of qualified specialists in accounts and 
finance, it is proposed to consider whether invariably premiums paid on 
capital stock should justly and equitably be considered as capital or surplus. 
Certain public service corporations have to abide by the ruling of the 
interstate commerce commission, but other corporations do not. In the 
state of California, where this letter is written, the matter could be re- 
ferred, for other than public service corporations affected by ruling of the 
interstate commerce commission, to the corporation commissioners, to 
whom under a recently introduced law for the protection of investors 
must be submitted the conditions under which capital stock is sold and the 
use to which the capital is to be put, etc. They would have the legal right 
to decide how premiums should be treated. No such decision has been 
recorded so far as the writer is aware. 

It is probable that the decision of the interstate commerce commission 
was based upon the fact that the liability of all stockholders in corpora- 
tions is limited to the amount of their subscription to stock, in all the 
states except Minnesota, which has a partly limited liability, and California, 
in which there is no limit to stockholders’ liability except as pro-rated to 
comparative stockholdings. The interstate commerce commission, no doubt, 
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considered that to allow any portion of funds provided to purchase capital 
stock to be placed to surplus would not be just to creditors in states where 
stockholders’ liability is limited and might, moreover, offer opportunity to 
take advantage of the unwary investor unable to follow the intricacies of 
finance—in other words to open up an avenue for financial juggling. The 
interstate commerce commission’s decisions as regards stock issues cover all 
states, regardless of the difference in their laws relating to corporations, 
and while generally well taken might not be as regards a state having legal 
conditions quite contrary to the majority of states. 

Esquerré states that “the treatment of premiums on capital stock as a 
profit places the corporation in the position of admitting that it has been 
guilty of sharp practices upon its stockholders,” but it can be shown that 
this is by no means always the case. As an actual instance, an industrial 
corporation was formed with authorized capital of $500,000.00 of which 
$300,000.00 was issued. After some years of operation, the corporation 
had accumulated surplus profits amounting to about $100,000.00, which, 
however, were not available for distribution in dividends because a con- 
stantly increasing business demanded enlargement of plant and an ever 
increasing amount of receivables and current assets other than cash. 
At this time certain of the stockholders were willing to capitalize their 
equity in the surplus, but other stockholders were not financially in a 
position to do so and were anxious to obtain dividends. It was resolved, 
therefore, to sell the balance of $200,000.00 unissued stock partly among 
some of the stockholders and partly to outside parties. To have sold the 
stock at par would be manifestly unjust, since the new stock issue would 
have proportional equity in the undivided surplus, thereby reducing the 
proportion applying to stock before the new issue. The new issue of stock 
was sold at a premium of 331-3% and the total of the premium so re- 
ceived was placed to surplus, thus equalizing surplus to stock, for 


Original issue $300,000 stock had surplus $100,000.00 
Total issue 500,000 stock had surplus 166,666.66 


In this instance the new subscribers were fully informed as to the con- 
ditions and that the premium paid for stock was virtually purchasing an 
interest in the existing surplus. To have sold stock at par, on the con- 
trary, would have been unjust to the original stockholders. 

By the ruling of the interstate commerce commission the condition 
of capital and surplus of the corporation would be: 


Capital stock $500,000.00 Undivided surplus $100,000.00 
Capital premium 
reserve 66,666.66 


It would certainly appear, however, that in this instance the accounts 
set up as previously stated more justly and equitably represented the con- 
dition of the corporation by capital stock $500,000.00 and undivided surplus 
$166,666.66. It must be borne in mind that this was in California where 
in case of insolvency stockholders are liable for all the debts and that the 
premium on capital stock was paid to equalize the stock interest in sur- 
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plus. There is in California a provision of law by which it is illegal 
for directors to incur liabilities in excess of the capital stock of the cor- 
poration; but while violation of this provision may have the effect, in 
case of insolvency, of placing a larger proportional responsibility for the 
corporation’s debts on the directors, if they are not able to pay, it has 
never been held to exempt other stockholders from liability to the detri- 
ment of creditors, so that in this instance the possible technical require- 
ment to apply a capital investment as such for the protection of creditors 
need not be considered. 
Yours truly, 
San Francisco, California. C. V. Rowe, C.P.A. 


Wisconsin State Board of Accountancy 
Carl Penner, C.P.A. and B. A. Kiekhofer, C.P.A., have been appointed 
members of the Wisconsin state board of accountancy. The new board 
has organized and elected officers as follows:—President F. H. Elwell, 
Madison; vice-president, Carl Penner, Milwaukee; secretary, B. A. Kiek- 
hofer, Madison. The annual examination will be held in Milwaukee 
April 11, 12, 13 and 14, 1917. 


Whittlesey, Myer & Wythes announce the formation of a partnership 
to continue the practice formerly conducted by Pace & Wythes at 30 
Church Street, New York, and by Whittlesey & Myer at 55 Liberty Street, 
New York. Homer S. Pace, C.P.A., formerly of Pace & Wythes, has 
been retained by the firm for special work and consultation. 


G. Charter Harrison announces the formation of a partnership with 
John Baker and Percy J. Sutton of London, England, under the firm 


name of Baker, Sutton and Harrison with offices in the National Bank of 
Commerce building, Nassau and Cedar Streets, New York. 


Mark Wolff, C.P.A., B. H. Arnold Rosenthal and Max Schlessinger, 
C.P.A., announce the formation of the Chatham Audit Company with 
offices at 1328 Broadway, New York. 


Charles H. Allen announces the opening of an office for the practice of 
accounting in the Terminal building, Oklahoma City, Oklahoma. 


Arthur Young and Company announce that they have transferred their 
New York office from 43 Exchange Place to 71 Broadway. 


L. J. Nolan announces a change of address from 43 Exchange Place to 
71 Broadway, New York. 


Coogan and Schultz announce the opening of offices for the practice of 
accounting in Sioux Falls, South Dakota. 


William Gordon Buchanan, accountant and auditor, announces the 
opening of an office at 206 Maryland building, Washington, D. C. 
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Book Reviews 


MILK PRODUCTION COST ACCOUNTS: PRINCIPLES AND 
METHODS, by Cart W. Larson, Ph.D., Columbia University Press, 
New York. 


This paper book of 60 pages is not, as its somewhat misleading title 
would imply, a text-book for students of cost systems or for farmers and 
dairymen, but a study of the economics of milk production based on 
federal and state agricultural bulletins, reports of investigating committees, 
etc. Six pages of bibliography sufficiently indicate the thoroughness which 
Dr. Larson has expended on the subject. His own contribution consists 
in an attempt to furnish a method of precalculation of production costs. 
Trained accountants will readily agree that the attempt is successful; the 
method is based on sound principles, barring the error of including interest 
on plant as a part of the cost. But it is permissible to doubt if the average 
farmer or dairyman will find the book of much practical use for two 
reasons: (1) the author has assumed an ideal set of conditions and prices 
when as he himself admits more than once they vary widely in different 
sections of the country; and (2) the average farmer is no bookkeeper and 
simply would not know how to apply the principles laid down in the 
method. An additional chapter giving graphic specimens of the necessary 
accounts to be kept would make the book of more practical use. 

As a guide to intelligent investigation of the costs of milk production 
the book should be of great help to those who are trying to arbitrate 
between the milk producer and the ultimate consumer. W. H. kL. 


HOSPITAL ACCOUNTING AND STATISTICS, by Witiam V. S. 
THORNE, treasurer, the Presbyterian Hospital, New York. E. P. 
Dutton & Co., New York. 3rd edition. $1.25 post paid. 


This book of about one hundred pages including several graphic forms 
for vouchers, accounts and statistical information, is the outcome of con- 
ferences in 1906 and 1908 between superintendents, treasurers and account- 
ants of some of the larger hospitals of the country. It has been quite 
widely adopted as a standard by many hospitals and medical associations. 
In view of the growing tendency on the part of the larger hospitals to 
employ public accountants to audit their accounts, it would be well for 
professional accountants to familiarize themselves with the book. There 
is room for improvement in some of the forms and procedures advocated, 
but it is a great gain that the necessity of a standard and uniform system 
has been realized. Public accountants interested in or in touch with 
smaller hospitals could perform real public service by assisting local treas- 
urers in organizing accounting systems based on the principles laid down 
in this book. Charitable institutions may obtain a copy of the book free 
of charge by applying to the treasurer of the Presbyterian Hospital, New 
York. W. H. L. 
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